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FUNDAMENTAL  TAX  CHANGES  NEEDED  TO 
UNLEASH  AMERICA'S  SMALL  BUSE^SSES 


FRffiAY,  FEBRUARY  9,  1996 

House  of  Representatives, 
Subcommittee  on  Taxation  and  Finance, 

Committee  on  Small  Business, 

Washington,  DC. 

The  subcommittee  met,  pursuant  to  notice,  at  9:09  a.m.,  in  Pat- 
ton  Hall,  Indiana  World  War  Memorial,  431  North  Meridian  Street, 
Indianapolis,  Indiana,  Hon.  Linda  Smith  (chairwoman  of  the  Sub- 
committee) presiding. 

Chairwoman  Smith.  Good  morning  and  welcome  to  the  congres- 
sional field  hearing  of  the  Subcommittee  on  Taxation  and  Finance. 

This  is  an  official  congressional  hearing.  It  is  one  of  many  that 
will  happen  over  the  next  2  years  and  maybe  3,  as  we  work  toward 
a  simpler  tax  system.  This  is  not  a  secret  that  it  needs  to  be  done, 
but  we  are  going  to  try,  in  this  Subcommittee,  to  look  at  the  nuts 
and  bolts  of  the  tax  system  and  how  it  relates  to  small  businesses. 

I  am  Linda  Smith  from  Washington  State,  which  is  being  flooded 
this  morning,  and  my  background  is  as  a  tax  consultant,  licensed 
in  the  State  of  Oregon.  I  live  in  Washington  and  I  have  about  15 
years  experience  running  a  business  that  both  prepared  taxes  and 
also  rewrote  the  tax  code  and  laws  for  the  States  involved  around 
us  as  well  as  the  Federal  Government,  for  tax  preparers  each  time 
Congress  simplified — they  always  called  it  simplification,  the  tax 
code.  So,  I  have  been  very  interested  in  this  and  have  worked  a  lit- 
tle bit  with  such  people  as  Mr.  Jack  Kemp,  Chairman  of  The  Na- 
tional Commission  on  Economic  Growth  and  Tax  Reform,  in  trying 
to  look  at  some  of  the  transitions. 

This  morning,  what  we  will  be  doing  is  taking  testimony  from 
this  area  first  because  Congressman  Souder  has  been  a  key  figure 
already  in  looking  at  the  proposals  and  actually  coming  up  with 
proposals  of  his  own.  It  takes  a  courageous  person  to  step  into  this 
fray  and  make  proposals,  especially  during  a  campaign  year,  be- 
cause if  you  have  a  suggestion,  someone  is  always  there  to  shoot 
it  down. 

But  it  also  is  very  important  that  people  start  weighing  in  early, 
taking  testimony  and  listening  very  carefully  to  people  who  are  af- 
fected; that  is — the  small  business  community  will  be  affected  pos- 
sibly the  most  if  we  do  not  do  it  right. 

The  transition  is  what  we  are  looking  at  and  we  are  looking  at 
the  transition  predominantly  as  to  how  it  will  affect  small  busi- 
nesses, farms  and  communities  in  the  rural  America  Mr.  Souder 

(1) 


and  I  have,  and  throughout  America.  The  engine  that  drives  Amer- 
ica is  the  small  business  community. 

We  will  start  this  morning  with  a  panel  that  will  be  talking 
about  this  very  thing.  The  first  person  on  the  panel  will  be  ft-om 
the  Kemp  Commission.  We  had  thought  it  would  be  one  gentleman, 
who  is  ill,  and  now  it  is  going  to  be  another  gentleman  who — ^you 
are  not  Alan,  are  you? 

Mr.  Pitts.  No,  but  I  am  also  slightly  ill. 

Chairwoman  Smith.  From  the  Hudson  Institute,  Mr.  Peter  Pitts, 
will  be  speaking  for  Mr.  Alan  Reynolds.  He  will  be  commenting  on 
the  Kemp  Commission  report.  We  will  be  focusing  on  it  because  it 
is  relatively  broad,  it  gives  principles  toward  tax  changes  but  it 
does  not  tie  down  rates.  It  does  not  answer  all  of  the  questions  yet 
and  that  is  what  we  think  the  American  public  needs  to  do  in  the 
next  2  years.  They  are  not  going  to  accept  anything  that  they  are 
not  comfortable  with. 

Now  without  objection,  I  will  introduce  the  testimony  that  I  gave 
before  the  Kemp  Commission  at  the  end  of  last  year,  and  this 
statement  for  the  record,  and  applaud  the  Kemp  Commission  and 
both  Jacks,  Jack  Paris  and  Jack  Kemp — carry  back  to  them  that 
I  think  this  was  a  very  good  report  and  gave  the  Nation  a  begin- 
ning place  for  this  debate  and  a  good  framework  for  the  debate. 

[The  referred  to  material  may  be  found  in  the  appendix.] 

[Chairwoman  Smith's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  With  that,  I  am  going  to  turn  the  micro- 
phone over  to  Mr.  Souder,  who  will  open  with  his  statement.  Again, 
I  would  like  to  say  that  you  have  been  one  of  the  leaders  in  looking 
at  this  issue  and  in  starting  to  make  proposals. 

Mr.  Souder. 

Mr.  Souder.  Thank  you  very  much. 

I  would  ask  that  my  statement  be  inserted  into  the  record  and 
I  will  just  make  a  couple  of  informal  remarks. 

I  appreciate  those  of  you  who  came  to  testify  today  in  addition 
to  those  who  are  here  to  listen  to  some  of  the  testimony.  We  have 
a  fair  number  of  rabble-rousers  here — Bill  Styring,  for  years  has 
been  stirring  up  tax  policy  in  the  State  of  Indiana  and  we  appre- 
ciate his  leadership.  We  have  a  number  of  different  segments  here 
as  the  chairwoman  has  mentioned. 

I  appreciate  the  opportunity  to  have  a  hearing  here  in  Indiana. 
She  has  been  a  leader  in  Washington. 

We  have  had  Hall  and  Rabushka  kind  of  the  leaders  of  the  origi- 
nal flat  tax  ideas  as  well  as  all  the  different  variations  and  have 
looked  at,  in  the  Subcommittee,  all  sorts  of  angles  as  to  how  they 
affect  the  different  types  of  businesses  in  this  country.  It  is  very 
important — as  the  Ways  and  Means  Chairman  has  said,  it  may 
take  5  years  until  we  really  have  the  substantive  change  done. 
Steve  Forbes  inserting  many  TV  commercials  into  a  Presidential 
campaign  may  have  accelerated  the  timetable  slightly.  The  Kemp 
Commission  report  and  all  the  other  candidates  then  scrambling  to 
have  a  variation  has  certainly  brought  the  issue  to  the  national 
forefront.  Now  it  is  almost  like  we  have  to  untangle  the  confusing 
misinformation  that  comes  from  the  crossfiring  of  the  TV  ads  as 
well. 


I  want  to  briefly  mention  my  version,  which  is  the  McFlat  tax, 
which  basically  is  the  same  except  for  the  up  to  $100,000  mortgage 
exemption  and  the  charitable  exemption.  I  believe  that  those  are 
kind  of  minimal  entry-level  things,  although  I  personally  commend 
Steve  Forbes  and  Dick  Armey  for  their  leadership  in  making  sure 
that  the  principle  of  the  flat  tax  gets  out  there,  and  I  do  not  see 
these  type  of  debates  as  that  radically  different  from  each  other. 
We  are  now  going  to  argue  over  what  is  the  best  way  to  streamline 
and  get  rid  of  the  archaic  Code  that  we  currently  have. 

So  I  am  looking  forward  to  hearing  that.  I  also  know  that  we  will 
hopefully  hear  about  other  parts  of  the  taxation  packages,  much 
that  we  have  tried  to  deal  with,  whether  it  is  expensing  questions, 
inheritance  tax,  other  things  that  impact  small  business.  Large 
businesses  will  always  be  here  in  America,  most  large  businesses 
will  come  from  small  businesses  that  expand  and  consolidate  be- 
cause the  engine  of  economic  growth  comes  from  the  smaller  busi- 
nesses, and  that  is  where  the  entrepreneurial  leadership  will  come, 
where  most  of  the  new  jobs  will  come  from,  and  where  most  of  the 
inventions  will  come.  We  need  to  figure  out  how  to  cultivate  that 
in  America  and  encourage  that,  or  we  are  going  to  stagnate  as  a 
Nation. 

We  talk  about  a  balanced  budget  but  I  am  one  of  those  hard-line 
people  who  believe  that  you  cannot  balance  the  budget  without  eco- 
nomic growth,  and  the  key  to  economic  growth  is  a  tax  system's 
flexibility  and  incentives  for  individuals  to  use  their  ingenuity  and 
innovation  in  this  country,  and  we  need  to  make  sure  that  that  tax 
system  works  as  a  stimulus  rather  than  something  that  holds  back 
those  individuals. 

So  it  is  an  honor  to  have  this  hearing  here  today.  We  have  with- 
out a  doubt,  those  of  you  who  follow  the  media  very  much,  one  of 
the  most  courageous  of  the  freshmen  troublemakers  in  America  in 
our  chairwoman  here.  We  have  stood  together  many  times,  and 
that  is  partly  why  we  have  been  able  to  move  the  system,  and  it 
is  an  honor  to  have  her  in  Indiana  today,  and  I  appreciate  this 
hearing. 

[Mr.  Souder's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you. 

Actually  the  part  that  we  are  going  to  be  doing  is  not  going  to 
be  the  easy  part,  but  it  is  probably  the  most  important  for  Ameri- 
ca's future,  and  that  is  sorting  it  out  so  we  do  it  right.  If  we  are 
going  to  change  this  system,  it  is  certainly  worth  doing  it  right. 

The  first  panel  we  have  includes  Mr.  Peter  Pitts,  who  will  be 
speaking  for  Alan  Reynolds,  or  maybe  speaking  for  himself — either 
one  is  just  fine.  They  were  involved  in  working  with  and  staffing 
the  Kemp  Commission,  is  that  right? 

Mr.  Pitts.  Yes. 

Chairwoman  SMITH.  Mr.  Bill  Styring — is  that  right? 

Mr.  Styring.  Correct. 

Chairwoman  Smith  Director  of  Benjamin  Rogge  Chair  for  Public 
Policy  at  the  Indiana  Policy  Review;  Sandra  J.  Brothers,  a  realtor, 
a  real  live  business  person,  and  I  am  sure  will  have  something  to 
say  about  the  interest  deduction  and  other  parts  of  this. 

With  that,  we  will  start  with  Mr.  Pitts. 


TESTIMONY  OF  PETER  PITTS  ON  BEHALF  OF  ALAN 
REYNOLDS,  THE  HUDSON  INSTITUTE 

Mr.  Pitts.  Thank  you,  Madam  Chairwoman,  Congressman,  la- 
dies and  gentlemen. 

Hudson  has  been  in  Indianapolis  for  11  years  and  we  are  proud 
to  be  Hoosiers,  and  we  understand  that  the  current  Tax  Code  and 
the  debate  on  the  revision  of  that  Tax  Code  plays  a  huge  role  in 
our  lives  and  I  appreciate  the  opportunity  to  be  here  in  place  of 
Alan  Reynolds,  and  with  your  permission,  I  will  read  his  statement 
into  the  record. 

In  the  long  run,  the  potential  gprowth  of  the  economy,  and  of  liv- 
ing standards,  depends  on  the  quantity  and  quality  of  labor  and 
capital.  Yet  the  tax  system  has  become  increasingly  hostile  to  work, 
saving  and  the  entrepreneurial  risk. 

The  percentage  of  families  with  two  or  more  earners  dropped 
from  58.2  percent  in  1989  to  56.4  percent  in  1993. 

Annual  growth  in  the  labor  force  slowed  from  nearly  1.7  percent 
in  the  eighties  to  .8  percent  ever  since.  Had  the  number  of  job  seek- 
ers continued  to  increase  at  the  1981-1989  pace,  the  labor  force 
would  now  be  almost  6  percent  larger  and  the  unemployment  rate 
would  now  be  about  6  points  higher  than  it  is — at  least  11  percent. 
That  is  relevant  I  think  particularly  in  this  part  of  the  State  where 
we  are  at  almost  full  employment. 

Measured  in  constant  1987  dollars,  personal  saving  in  the  third 
quarter  of  last  year  was  only  $174  billion— down  from  $244  billion 
in  1984.  Investment  is  now  precariously  dependent  on  an  inflow  of 
foreign  capital,  leaving  the  economy  with  a  bad  choice  between  a 
huge  current  account  deficit  while  foreign  savers  and  central  banks 
continue  to  bail  us  out,  and  a  bumpy  landing  if  they  do  not. 

Growth  of  the  economy  slowed  from  3.8  percent  in  1983  to  1989 
to  2.5  percent  in  the  precarious  1991  to  1996  recovery.  In  the  long 
run,  it  is  unlikely  that  the  increased  1993  tax  rates  will  yield  as 
much  revenue  as  the  much  lower  pre  1990  tax  rates  did,  particu- 
larly from  "the  rich." 

Median  family  income  rose  by  14  percent  from  1982  to  1989,  then 
fell  7  percent  through  1993,  and  will  still  be  substantially  lower  in 
1996  than  it  was  7  years  ago. 

Transfer  payments  accounted  for  16.9  percent  of  personal  income 
in  1994,  up  from  14.3  percent  in  1989.  The  share  of  income  coming 
from  taxable  work  or  savings  declined  proportionately. 

Individual  income  tax  rates  were  increased  in  1990,  at  great  po- 
litical cost  to  President  Bush  and  ^eatly  increased  once  again  in 
1993,  at  great  political  cost  to  President  Clinton.  The  highest  tax 
rate  rose  from  28  percent  to  39.6  percent,  and  even  more  when  the 
devious  scheme  of  phasing  out  exemptions  and  deductions  is  taken 
into  account.  After  these  so-called  tax  increases,  the  individual  in- 
come tax  had  fallen  to  9.3  percent  of  personal  income  by  1993 — 
down  from  10.1  percent  in  1988,  when  the  highest  tax  rate  was 
still  28  percent.  How  is  that  possible?  Because  taxable  income 
dropped  to  only  43  percent  of  personal  income  in  1993 — down  from 
51  percent  in  1988.  Federal  revenues  from  the  individual  income 
tax  fell  from  8.6  percent  of  GDP  in  1989  to  8.2  percent  in  1994. 

Measured  in  constant  dollars  to  adjust  for  inflation,  overall  Fed- 
eral tax  receipts  increased  by  2.9  percent  a  year  in  real  terms  from 


1980  to  1989.  From  1989  to  1994,  when  the  highest  tax  rate  was 
increased  by  41  percent,  real  receipts  rose  only  1.4  percent  a  year. 
So  as  long  as  the  Government  keeps  raising  taxes  that  way,  little 
wonder  that  the  Treasury  is  going  broke. 

In  public  hearings  around  the  country,  the  National  Commission 
on  Economic  Growth  and  Tax  Reform,  which  I  should  add,  Alan 
Reynolds  was  the  Research  Director  for,  heard  from  dozens  of  small 
business  men  and  women.  Whether  we  were  hearing  from  farmers 
in  Omaha,  high-tech  entrepreneurs  in  Silicon  Valley  or  restaurant 
owners  in  Harlem,  small  business  witnesses  were  virtually  unani- 
mous in  their  anger  about  the  burden  of  complex  recordkeeping 
and  reporting  and  their  hostility  toward  2  taxes  in  particular — the 
estate  tax  and  the  capital  gains  tax.  Farmers  told  us  they  could  not 
sell  their  farms,  because  of  the  capitals  gains  tax,  or  give  them 
away,  because  of  the  estate  tax. 

Several  increases  in  Federal  tax  rates  have  fallen  particularly 
hard  on  small  business  in  recent  years:  The  1990  and  1993  in- 
creases in  so-called  individual  income  tax  rates,  the  1986  increase 
in  the  capital  gains  tax,  the  1993  increase  in  both  corporate  and 
individual  taxes  on  dividends,  and  the  1993  increase  in  the  estate 
tax.  The  capital  gains  and  estate  taxes  are  also  the  source  of  much 
unnecessary  tax  complexity,  as  are  the  arbitrary  depreciation 
schedules,  the  devious  phasing  out  of  deductions  and  exemptions  as 
incomes  rise,  and  the  inexcusable  alternative  minimum  tax. 

The  commission  recommended  abolition  of  any  separate  tax  on 
estates  or  capital  gains  and  abolition  of  the  troublesome  alternative 
minimum  tax.  The  commission  also  proposed  integrating  business 
and  individual  income  taxes  with  a  single  marginal  rate  and  allow- 
ing all  capital  expenses  to  be  expensed,  just  like  other  costs. 

Rising  payroll  taxes  for  Social  Security  and  Medicare  are  also  a 
growing  problem,  driving  a  wedge  between  what  employers  actu- 
ally pay  for  an  hour  of  work  and  what  is  left  in  the  employee's  pay- 
check. The  commission  suggested  that  payroll  taxes  should  be  de- 
ductible from  income  taxes,  to  minimize  the  combined  marginal 
rate  of  the  two  taxes.  More  fundamental  reforms,  which  would 
allow  young  people  to  devote  a  portion  of  their  Social  Security  tax 
to  a  private  retirement  account,  should  be  considered. 

Most  small  businesses  are  taxed  at  the  higher  tax  rates  now  ap- 
plied to  persons  than  to  corporations.  Yet  a  business  income  of  say 
$250,000  is  not  at  all  the  same  as  an  identical  salary,  even  though 
both  are  subjected  to  the  highest  tax  rate.  Business  income  must 
not  only  reward  the  owner-manager's  hard  work,  but  must  also  pay 
a  competitive  return  on  the  capital  that  small  business  owners  put 
at  risk.  Steep  personal  tax  rates  confiscate  retained  earnings  that 
many  small  businesses  would  otherwise  reinvest  in  expanding  their 
enterprises.  Steep  tax  rates  on  capital  gains  compound  the  prob- 
lem, curbing  access  to  external  sources  of  equity  capital. 

Shortly  after  the  1986  increase  in  the  capital  gains  tax,  Joseph 
Stiglitz  wrote  that,  "Since  entrepreneurs  and  investors  in  high 
technology  companies  typically  received  a  large  fraction  of  their  re- 
turns subject  to  capital  gains  taxation,  this  change  meant  that 
high-technology  industries  effectively  experienced  a  tax  increase." 
But  high-tech  industries  were  not  the  only  ones  injured. 


The  current  non-svstem  of  taxation  clearly  favors  business  debt, 
which  is  tax-deductible,  over  equity,  which  is  not.  This  puts  newer 
and  smaller  firms  at  a  disadvantage  in  the  competition  for  capital. 
Newer  or  smaller  firms  are  generally  unable  to  raise  funds  by  issu- 
ing commercial  paper  or  bonds,  ana  are  most  likely  to  pay  higher 
bank  rate,  if  they  can  get  bank  rates  at  all.  To  expand  to  the  stage 
where  they  can  make  a  public  stock  offering,  new  firms  often  need 
venture  capital.  But  venture  capital  funding  has  diminished  and 
become  far  less  venturesome  since  the  capital  gains  t£ix  was  in- 
creased. 

The  capital  gains  tax  also  falls  heavily  on  real  property  owned 
by  small  businesses,  buildings  and  equipment.  Because  the  basis 
for  such  property  has  not  been  indexed,  years  of  compounded  infla- 
tion can  easily  result  in  a  huge  tax  on  a  totally  illusory,  inflated 
gain  if  the  small  business  is  sold.  The  requirement  that  capital 
losses  in  excess  of  $3,000  can  only  be  deducted  from  capital  gains 
is  also  particularly  hard  on  businesses  whose  investments  are  typi- 
cally not  diversified  and  who  may  be  forced  to  sell  property  at  a 
loss  during  hard  times  with  no  offsetting  gains. 

The  capital  gains  tax  fosters  excessive  leverage,  thwarts  savings, 
holds  down  the  value  of  taxed  assets,  diverts  venture  capital  into 
tax-exempt  institutions  and  hampers  the  mobility  and  efficiency  of 
capital  allocation.  In  all  these  ways  and  more,  the  capital  gains  tax 
weakens  the  entire  economy  and  slows  the  growth  of  revenue  from 
all  taxes,  not  merely  fi-om  the  capital  gains  tax  itself. 

The  capital  gains  tax  is  not  a  tax  on  income  or  wealth,  but  a 
transactions  tax  on  transferring  the  title  to  property  from  one  tax- 
payer to  another.  There  is  no  justification  for  double  taxation  of 
both  assets  and  the  income  produced  by  those  assets,  yet  that  is 
precisely  what  a  capital  gains  tax  does.  When  a  firm  plows  back 
profits  into  expansion,  the  resulting  increase  in  earnings  will  be 
taxed  later,  when  it  is  earned.  Once  is  enough. 

To  end  the  double  taxation  of  dividends  but  not  the  double  tax- 
ation of  capital  gains,  as  some  tax  reform  plans  propose,  would  be 
particularly  onerous  on  younger,  growing  companies  that  are  rein- 
vesting their  earnings  rather  than  paying  dividends. 

Once  a  modest  exemption  is  used  up,  marginal  estate  tax  rates 
rise  from  37  percent  to  55  percent.  These  brutal  tax  rates  obviously 
discourage  building  an  estate  larger  than  the  exempt  amount.  They 
punish  those  who  invest  time  and  money  in  raising  the  value  of 
their  business,  encouraging  premature  retirement  and  discouraging 
capital  accumulation.  Many  heirs  now  end  up  having  to  sell  the 
family  business  just  to  pay  the  estate  tax. 

The  death  tax  falls  more  heavily  on  small  business  than  on  indi- 
vidual investors  because  "estate  planning,"  not  to  mention  tax  eva- 
sion, is  very  difficult  with  highly  visible  fixed  assets  that  cannot  be 
divided  into  annual  gifts  of  less  than  $10,000  per  year  to  children 
during  life.  Donating  property  to  tax-exempt  charities  is  also  a  far 
less  useful  escape  route  for  small  businesses,  because  the  owners 
hope  to  leave  the  business  in  the  family. 

In  a  classic  1978  essay,  "Notes  on  the  Estate  Tax,"  CEA  Chair- 
man Joe  Stiglitz  explained  that  the  estate  tax,  by  making  capital 
artificially  scarce  relative  to  labor,  hurts  workers  much  more  than 
the  owners  of  capital.  Stiglitz  writes:  "The  estate  tax  may  reduce 


savings;  the  reduction  in  savings  and  capital  accumulation  will,  in 
the  long  run,  lead  to  a  lower  capital  labor  ratio;  and  the  lower  cap- 
ital labor  ratio  will.. .lead  to  an  increase  in  the  share  of  [national 
income  going  to]  capital. ..[which]  may  increase  the  total  inequality 
of  income." 

Tax-induced  capital  scarcity  raises  the  value  of  capital,  but  low- 
ers the  productivity  and  real  wages  and  therefore  widens  the  gap 
between  the  rich  and  poor.  The  before-tax  return  to  capital  and 
skill  rises  to  compensate  for  such  taxes,  but  workers  are  left  with 
less  capital,  fewer  and  inferior  tools.  Capital  taxes  cause  stagnation 
in  real  output  per  worker  (productivity)  and  in  real  income  per 
worker  (real  wages).  This  same  argument  applies  to  capital  gains 
taxes  and  to  high  marginal  income  tax  rates  on  the  rewards  to  time 
and  tuition  invested  in  human  capital. 

Although  the  estate  tax  appears  to  raise  a  mere  1  percent  of  Fed- 
eral revenues,  it  probably  raises  zero  or  less  after  taking  into  ac- 
count the  impact  on  ordinary  income  tax  receipts  of  costly  estate 
planning  strategies.  The  estate  tax  encourages  people  to  transfer 
assets  to  heirs  in  low  tax  brackets  for  many  years  before  death, 
and  also  to  transfer  assets  to  tax-exempt  foundations  or  charities. 
In  testimony  before  the  commission,  Douglas  Bernheim  of  Stanford 
University  estimated  that  the  estate  tax  may  well  lose  more  in  in- 
come tax,  over  many  years,  than  it  gets  back  at  death.  The  commis- 
sion recommended  that  the  estate  tax  be  abolished,  because  savers 
have  already  saved  out  of  after-tax  income  and  also  paid  business 
taxes  on  profits.  Ending  the  estate  tax  would  greatly  improve  in- 
centives for  older  people  to  keep  working,  saving  and  building  their 
businesses. 

In  summary,  high  marginal  tax  rates  on  personal  income,  divi- 
dends, capital  gains  and  estates  do  maximum  damage  to  the  econ- 
omy in  exchange  for  little  or  no  lasting  increase  in  real  Federal  rev- 
enues. The  current  tax  system  is  not  a  viable  option.  It  can  and 
must  be  scrapped  and  rebuilt  in  ways  that  do  far  less  damage  to 
the  economy. 

Thank  you  very  much. 

[Mr.  Reynold's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you.  That  was  fascinating.  I  am 
going  to  actually  use  your  report  on  Monday  with  a  group  looking 
at  inheritance  tax,  and  I  think  it  is  a  very  timely  document. 

William  or  Bill? 

Mr.  Styring.  Bill  is  fine. 

Chairwoman  Smith.  Bill. 

Mr.  Styring.  "Hey  you"  works  with  my  teen-age  daughters  as 
well. 

Chairwoman  Smith.  I  understand  that.  Mr.  Styring. 

TESTIMONY  OF  WILLIAM  STYRING,  DI,  DIRECTOR,  BENJAMIN 
ROGGE  CHAIR  FOR  PUBLIC  POLICY,  INDIANA  POLICY  RE- 
VIEW FOUNDATION,  INDIANAPOLIS,  INDIANA 

Mr.  Styring.  Thank  you,  Congresswoman  Smith.  I  should  pref- 
ace this  by  saying  I  hope  there  is  nothing  inherently  unhealthy 
about  this  Subcommittee.  Alan  Reynolds  was  laid  low  by  the  flu 
and  when  I  am  done  here,  I  am  going  to  go  home  and  die. 
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Chairwoman  Smith.  If  you  would  like  to  give  a  brief  testimony, 
it  is  fine. 

Mr.  Styring.  Well,  that  is  what  I  intend  to  do.  You  have  my 
written  testimony  and  I  would  ask  that  it  be  incorporated  in  the 
record,  I  will  not  read  it.  I  would  like  to  merely  quickly  summarize 
the  points.  I  would  like  to  make  three  points  this  morning. 

First,  that  the  current  Federal  income  tax  violates  every  precept 
of  good  taxation  that  my  hero,  Adam  Smith,  ever  laid  down. 

Second,  that  Indiana  is  a  pretty  good  laboratory  for  precisely 
what  I  believe  the  Subcommittee  is  looking  for.  We  have  a  tax  sys- 
tem which  drives  small  businesses — and  I  will  explain  this  in  more 
detail  shortly — tends  to  drive  small  businesses  into  pass-through 
entities  such  as  "S"  corporations  or  partnerships,  to  avoid  the  cor- 
porate gross  income  tax.  That  means  that  for  these  small  busi- 
nesses, the  personal  income  tax  at  both  the  State  and  Federal  level 
is  their  business  tax.  So,  any  shortcomings  in  the  Federal  income 
tax  is  very,  very  important  to  small  business  in  Indiana. 

Third,  Indiana  has  had  a  flat  tax  with  a  base  that  is  not  all  that 
dissimilar  from  the  base  that  Congressman  Souder  has  been  pro- 
posing. I  have  very,  very  seldom  heard  complaints  from  small  busi- 
ness about  the  Indiana  income  tax. 

With  that,  let  me  go  back  to  point  number  one.  Adam  Smith  laid 
down  four  precepts  of — four  maxims  of  taxation:  Equality,  cer- 
tainty, convenience  and  economy  of  collection.  The  current  income 
tax  flunks  on  every  one  of  those  counts.  Let  us  take  those  in  re- 
verse order. 

Economy  of  collection.  If  you  have  read  the  Kemp  Commission  re- 
port, you  will  see  a  delightful,  scary  calculation  in  there,  plotting 
the  size  of  the  U.S.  Army,  number  of  uniformed  personnel,  against 
what  one  might  call  the  "tax  army,"  the  number  of  people  who  to- 
tally or  substantially  derive  their  livelihood  from  collecting  and  im- 
posing the  Federal  income  t^x.  Those  lines  crossed  in  about  1980, 
and  the  size  of  the  tax  army  since  then — and  the  disparity  is  in- 
creasing— is  now  considerably  larger  than  the  size  of  the  U.S. 
Army.  That  is  not  economy  of  collection. 

Certainty — well,  I  am  supposed  to  be  a  tax  expert  and  I  do  not 
have  a  particularly  complicated  tax  return,  I  do  have  a  few 
things — a  little  investment  partnership  on  the  side — I  do  my  own 
taxes,  but  I  can  tell  you  from  personal  experience,  every  year,  I  am 
increasingly  less  certain  that  what  I  am  telling  the  IRS  is  correct. 
It  is  honest,  but  I  am  not  certain  about  it. 

Convenient — well  how  convenient  is  it  to  assemble  the  W2s,  the 
1099s,  the  charitable  contributions?  The  current  Federal  income 
tax  is  certainly  not  convenient. 

Finally,  equality — every  time  the  soak-the-rich  crowd  lectures 
me,  I  simply  point  out  to  them  that  the  gazillionaire  has  a  million 
different  ways  to  avoid  taxation — invest  in  municipals,  hire  battal- 
ions of  experts,  create  trusts.  The  current  Federal  income  tax  is  a 
barrier  to  wealth  accumulation.  I  might  point  out  just  simply  that 
wealth  accumulation,  if  you  translate  that,  that  is  called  economic 
growth. 

So  by  Adam  Smith's  four  maxims  of  taxation,  the  current  Federal 
income  tax  is  a  miserable  failure. 


Now  does  the  Indiana  experience  have  anything  to  teach  us?  Yes, 
indeed,  it  does.  Indiana  has  something  called  the  corporate  gross 
income  tax.  It  is  a  tax  on  business  turnover.  Every  time  there  is 
a  transaction,  it  is  taxed.  It  has  absolutely  nothing  to  do  with  prof- 
itability. 

I  once  did  a  survey,  looking  around  the  world,  for  similar  taxes 
and  I  found  two  other  examples,  one  of  which  was  the  old  Soviet 
Union,  which  puts  Indiana  in  very  bad  company.  But  we  still  have 
it. 

Now  if  you  are  a  small  business,  it  is  very,  very  well  known  that 
very  often  in  the  first  year  or  two,  even  if  the  business  is  going  to 
be  successful,  it  very  often  loses  money.  So,  in  Indiana,  to  avoid 
this  corporate  gross  income  tax,  which  taxes  you  even  if  you  are 
not  making  money,  businesses  tend  to  organize  in  ways  that  avoid 
the  corporate  gross  income  tax.  You  either  completely  give  up  the 
advantages  of  incorporation  and  go  with  a  partnership  or  a  sole 
proprietorship,  or  you  form  an  "S"  corporation.  Nationally,  there 
are  more  regular  "C"  corporations  than  "S"  corporations.  In  Indi- 
ana, there  are  roughly  four  times  as  many  "S"  corporations  as  "C" 
corporations — very  rational  behavior.  Businesses  are  trying  to 
avoid  that  corporate  gross  income  tax. 

But  if  you  are  an  "S"  corporation  or  a  partnership,  of  course, 
these  are  pass-through  entities.  Any  income  you  make  is  directly 
passed  through  to  you  and  taxes  on  your  Form  1040  under  the  in- 
dividual income  tax.  So,  in  Indiana,  small  business  is  taxed,  very 
often,  under  the  personal  income  tax.  So,  any  shortcomings  in  the 
Federal  income  tax  is  very,  very  important  to  Indiana  small  busi- 
ness. 

Indiana,  since  1963,  has  had  the  current  Indiana  personal  in- 
come tax.  It  is  a  flat  rate  tax,  it  is  3.4  percent,  it  is  very  broad- 
based.  There  are  very  few  credits,  deductions,  beyond  the  personal 
exemption.  We  add  back  property  taxes,  for  example.  It  is  as  if  you 
were  not  deducting  property  taxes  from  your  Federal  income  tax. 

As  I  said,  no  tax  is  popular,  but  there  is  no  sentiment  in  Indiana 
to  go  to  a  graduated  rate  structure.  The  last  attempt  to  go  from  the 
flat  rate  tax  to  a  graduated  rate  structure  was  in  1972.  The  move- 
ment was  led  by  the  then-House  minority  leader.  The  proposal 
never  went  up  for  a  vote  because  it  was  clearly  30  votes  short  of 
passage. 

Since  1972,  the  flat  rate  has  been  raised  twice,  once  in  late  1980 
and  again  in  1987.  In  neither  case,  in  neither  political  party,  was 
there  any  serious  attempt  to  impose  a  graduated  rate  structure. 
Graduated  rates  are  not  popular  in  Indiana. 

That  essentially  is  what  I  want  to  tell  you — the  Federal  income 
tax,  as  it  is  currently  constituted,  flunks  every  maxim  of  good  tax- 
ation; in  Indiana,  the  personal  income  tax  is  extremely  important 
to  small  business  because  of  the  avoidance  of  the  corporate  gross 
income  tax;  and  finally,  to  me,  what  is  the  big  deal  about  a  flat 
tax?  Indiana  has  had  one  since  1963  it  works  well — end  of  argu- 
ment. 

Thank  you,  Madam  Chairperson. 

[Mr.  Styring's  statement  may  be  found  in  the  appendix,] 

Chairwoman  Smith.  Thank  you. 
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I  would  just  like  to  stop — if  you  do  not  mind  for  a  moment,  I  am 
going  to  ask  a  couple  of  questions  and  let  him  leave  and  then  he 
will  not  be  sitting  beside  you  with  his  germs  either. 

Mr.  Styring.  Certainly. 

Chairwoman  Smith.  One  thing  that  I  find  a  little  disturbing  is 
trying  to  find  a  way  to  transition  the  capital  issue.  I  started  run- 
ning lousinesses  at  the  age  of  11,  and  I  think  I  probably  understand 
proprietary  practices  better  than  I  want  to  admit.  But  I  know  that 
if  I  todav  stop  and  change  to  a  flat  tax  cold,  that  I  will  restructure 
the  kinds  of  businesses  that  I  would  start  and  I  very  likely  would 
go  after  you,  if  you  were  existing.  I  would  highly  capitalize,  write 
it  off  for  the  next  5  years  until  I  would  pay  no  tax,  and  in  one 
squeeze  I  could  have  a  17  percent  tax  rate  advantage  over  you. 

Now  I  am  not  at  all  against  a  flat  tax,  I  am  very  much  for  sim- 
plifying the  system,  but  I  also  know  that  I  can  have  a  whale  of  a 
good  time  for  a  few  years  as  I  found  those  that  were  reluctant  to 
make  change.  In  a  market  where  I  would  take  high  risk,  I  could 
probably  squeeze  out  a  certain  number  of  businesses  that  were  op- 
erating on  the  margin,  as  I  have  been  in  the  past  and  many  people 
are. 

What  would  you  do  with  transition?  Also  businesses  that  are 
structured — there  are  some  structural  problems — you  might  be  sell- 
ing your  business — structuring  the  way  with  the  family  relation- 
ship or  partial  sale.  How  do  you  see  that  we  can  do  that?  You  do 
not  have  to  invent  it  all,  just  give  me  some  ideas  of  how  you  would 
do  it.  Or  think  about  it  and  come  back. 

Mr.  Styreng.  Well,  it  is  a  very  good  question.  If  I  had  a  good  an- 
swer to  that,  I  would  be  doing  something  more  productive,  like 
helping  God  run  the  universe. 

Mr.  Styring.  I  really  do  not  have  a  good  answer.  In  fact,  if  I 
could  answer  your  question  even  a  little  broadly,  I  do  not  have  a 
good  answer — well  people  ask  me  what  flavor  of  flat  tax  would  you 
like;  the  very  pure  Steve  Forbes  variety,  the  Dick  Armey  vari- 
ety  

Chairwoman  Smith.  Or  slightly  dirty,  Mark  one. 

Mr.  Styring  [continuing],  slightly  dirty,  chocolate-vanilla  variety 
from  Mr.  Souder. 

I  really  do  not  have  a  good  answer. 

Chairwoman  Smith.  OK,  that  is  fine. 

Mr.  Styring.  We  talk  about  flatter,  simpler,  all  that — my  answer 
would  be  the  flattest  and  the  simplest  you  could  get.  With  my  pure 
academic  economist  hat  on — and  I  am  ducking  the  transition  ques- 
tion here — with  my  pure  academic  economist  hat  on,  I  would  prefer 
a  flat  rate  tax  with  all  income  taxed  once,  which  means  you  would 
exempt  interest,  dividends,  capital  gains,  inheritance  because  it  is 
taxed  somewhere  else. 

When  I  take  my  academic  economist  hat  off  and  walk  over  to  the 
Indiana  State  House  or  to  the  U.S.  Capitol,  I  know  very  well 

Chairwoman  Smith.  What  is  sellable,  you  mean  what  is  sellable 
politically. 

Mr.  Styring.  Yes.  At  that  point,  I  am  beyond  my  area  of  exper- 
tise, which  is  economics. 

But  as  an  ideal,  as  an  ideal,  I  would  hold  out  the  principle  that 
all  income  should  be  taxed  once  and  only  once. 
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Chairwoman  Smith.  The  transition  question,  think  about  that  for 
us,  because  that  is  going  to  be  one  of  the  greatest  problems  we 
have.  You  can  have  an  ideal,  but  if  you  lose  a  lot  of  small  busi- 
nesses on  the  way  to  that  ideal  or  you  have  a  lot  of  people  who 
have  been  nicked,  the  overall  bleeding  could  drown  out  or  smother 
out  the  potential  for  the  change.  So,  we  do  have  to  address  those, 
and  the  capital  issue.  Where  people  are  today  is  some  have  depre- 
ciation some  not,  some  are  new,  some  are  old,  some  need  to  capital- 
ize, some  do  not.  That  allows  those  that  come  in  new  a  great  ad- 
vantage, given  certain  circumstances,  to  be  able  to  take  an  advan- 
tage of  those  existing. 

There  is  a  way,  if  we  all  think  about  it,  and  if  we  do  not  have 
to  do  it  all  tomorrow. 

Mr.  Styring.  I  shall  think  about  it. 

Chairwoman  Smith.  Thanks. 

Mr.  Souder,  do  you  have  any  questions  for  Mr.  Styring? 

Mr.  Souder.  Yes,  I  was  kind  of — I  mean  it  is  interesting,  having 
a  small  business  ourselves  and  having  done  exactly  what  you  de- 
scribed; in  other  words,  moving  from  proprietorship  to  Subchapter 
"S,"  trying  to  adjust  around  the  Indiana  tax  system.  How  do  you 
see  the  various  proposals  that  are  being  floated  in  Washington — 
and  if  I  could  broaden  it  from  just  the  flat  tax  question  to  also  in- 
clude consumption  tax  and  national  sales  tax — what  impact  would 
those  have  on  the  Indiana  tax  system  as  to  how  small  business 
might  react.  If  those  came  in,  would  many  of  us  try  to  readjust? 

Mr.  Styreng.  Well,  the  answer  is  yes;  obviously,  we  always  ad- 
just to  the  extent  we  can  legally  to  avoid  taxes. 

Let  me  try  to  answer  that  a  little  more  broadly.  One  of  the 
things  that  bothers  me  a  little  bit  about  the  whole  notion  of  a  flat 
tax  is  that  if  we  got  one,  could  we  keep  it — 10,000  people  out  there 
in  Gucci  gulch  who  are  paid  to  shoot  holes  in  the  tax  structure. 
One  of  the  advantages  of  a  consumption  tax  would  be — we  are  not 
playing  that  game  any  more,  we  are  simply  out  of  it.  There  is  a 
point  tnat  I  did  not  make  earlier.  When  my  gpraduate  students  in 
public  finance  ask  me  what  is  the  best  way  to  screw  the  rich,  my 
answer  is  lower  their  marginal  tax  rates.  Because  every  time, — you 
go  back  to  the  Mellon  tax  cuts  in  the  1920's,  the  Kennedy  tax  cut, 
the  Reagan  tax  cuts,  every  time  you  lower  the  top  marginal  rate, 
the  proportion  of  Federal  income  taxes  that  are  paid  by  upper  in- 
come people  increases,  and  it  increases  dramatically,  by  5  or  10 
percentage  points. 

That  is  a  point  that  I  think  needs  to  be  emphasized.  I  may  be 
phrasing  this  a  little  crudely,  but  if  you  want  to  screw  the  rich, 
lower  their  marginal  tax  rates. 

Mr.  Souder.  One  of  the  clear  things  that  was  in  Alan  Reynold's 
testimony  is  that  revenue  has  not  increased  because  of*^  those 
changes  in  inheritance  tax  gmd  so  on,  it  is  not  really  a  goal  for  eco- 
nomic growth  or  to  collect  taxes,  it  is  a  leveling  goal.  The  goal  of 
those  taxes  was  not  to  increase  taxes,  the  goal  was  to  shift  income 
around  so  there  was  leveling.  Many  of  the  people  hide  behind  get- 
ting more  revenue  when  they  say  let  us  increase  taxes,  but  really 
their  goal  was  leveling. 

Mr.  Styring.  Well,  very  steeply  graduated  rate  structures  are 
what  you  might  call  predatory  statements.  It  makes  us  feel  better 


12 

but  if  you  look  at  the  numbers,  if  vou  want  to  get  more  tax  revenue 
from  "the  rich,"  the  best  way  to  do  it  is  to  encourage  them  to  stop 
shielding  income,  report  it  and  pay  taxes  on  it.  The  way  to  do  that 
is  to  cut  the  marginal  tax  rate. 

Mr.  SouDER.  The  shielding  question,  which  is  slightly  different 
than  what  was  in  Alan  Reynold's  testimony  which  was  partly 
transferring  income  to  your  kids,  spreading  it  to  charitable  organi- 
zations which  is  leveling,  but  the  shielding  income  question  too,  in 
what  you  have  seen  in  working  with  the  chamber  and  now  with  the 
Indiana  Policy  Institute  and  Foundation,  how  much  of  that  do  you 
see  here  and  how  much  do  you  think  that  would  increase  under  the 
different  plans? 

One  of  my  concerns — I  believe  a  sales  tax  would  be  immense,  you 
would  see  an  incredible  barter  going  on  if  you  went  to  a  17  to  20 
percent  sales  tax.  I  cannot  imagine  a  retail  business  that  would 
function  without  trading  materials  that  never  showed  up  on  the 
books,  service  would  even  be  harder  to  trace.  I  am  not  sure  exactly 
with  a  consumption  tax  how  that  would  happen.  But  I  do  feel  one 
of  the  core,  fundamental  things  that  is  unfortunate  about  Steve 
Forbes'  Presidential  campaign  raising  this  issue  is  the  demagogic 
response  to  him  and  the  implications  that  higher  income  people  are 
paying  a  higher  rate  of  taxation.  But  how  do  you  see  this  playing 
out  in  Indiana  and  have  you  seen  these  kind  of  patterns  here  and 
how  much  of  this  income  do  you  think  is  being  shielded  that  in 
fact,  if  the  rates  were  lower,  would  come  out?  Any  kind  of  gut  feel- 
ings? 

Mr.  Styring.  Yes.  There  is  a  possible  way  to  quantify  this  in  In- 
diana. I  spent  a  number  of  years  as  Chairman  of  the  State  Revenue 
Forecast  Committee  and  we  made  an  attempt,  beginning  in  1973, 
to  phase  out  over  a  period  of  time,  this  wonderful  corporate  gross 
income  tax  that  we  had.  We  were  knocking  down  the  rate  by  about 
5  percent  a  year  for  a  period  of  time.  We  were  able  to  capture  in 
the  revenue  estimating  equations  a  feedback  effect  from  that.  In 
other  words,  if  the  rate  goes  down  by  5  percent  of  what  it  was  the 
year  before,  everything  else  equal  in  what  the  rest  of  the  economy 
was  doing,  revenues  from  the  corporate  gross  income  tax  did  not 
go  down  by  5  percent,  it  only  went  down  by  about  3  percent.  In 
other  words,  you  had  a  feedback  effect  of  about  40  percent  of  the 
static  analysis.  We  were  a  pretty  good  laboratory  because  the  only 
good  thing  about  the  corporate  gross  income  tax  is  it  is  very  stable, 
it  is  a  tax  on  turnover,  it  has  nothing  to  do  with  profitability. 

So  roughly,  I  would  guess  from  that  experience,  that  you  are 
going  to  get  a  feedback  effect  of  on  the  order  of  40  percent.  I  could 
go  back  and  probably  get  those  equations  out  and  get  them  to  your 
staff  if  you  wish. 

Mr.  SoUDER.  I'll  quit  questioning  here  too,  but  I  want  to  encour- 
age, if  you  can  pass  back  to  Alan  Reynold's  too,  Peter,  and  Bill, 
similar  to  what  Congresswoman  Smith  was  saying,  is  that  the 
transition  is  what  is  going  to  kill  us  here  because  when  we  start 
to  move — I  have  had  numbers  of  businesses  come  up  to  me,  people 
who  have  retired  or  sold  their  businesses  and  already  laid  out  their 
plan  where  the  revenue  is  coming  in,  a  small  business  at  the  mar- 
gin, as  we  start  to  move  to  the  next  phase — in  Indiana  terms, 
former  State  rep  Floyd  Coleman  told  me  when  I  came  down  to  the 
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legislature  when  I  was  a  kid  at  Leo  High  School  in  1967,  that  the 
heating  system  over  there,  when  it  would  get  cold,  they  would  turn 
on  the  heat,  when  it  would  start  to  get  too  warm,  they  would  turn 
on  the  air  conditioning  in  the  Capitol  building;  then  when  it  start- 
ed to  get  too  cold,  they  would  turn  up  the  heat,  then  turn  up  the 
air  conditioning,  turn  up  the  heat,  turn  up  the  air  conditioning 
until  they  hit  the  top,  then  they  would  turn  both  of  them  off  and 
start  over.  That  is  in  effect  what  is  starting  to  happen  here  in  the 
income  tax  and  the  Federal  tax  system,  is  we  are  going  back  and 
saying  OK,  what  if  we  went  flat,  now  here,  here,  here,  here,  how 
do  you  do  transition.  The  issue  is  now  at  a  major  level  and  we  need 
to  figure  out  how  do  you  move  this  from  a  theoretical  concept  to 
a  practical  implementation. 

Mr.  Styring.  Right. 

Mr.  SouDER.  We  appreciate  any  help  you  can  give. 

Mr.  Styring.  I  will  think  about  that. 

Chairwoman  Smith.  Thank  you,  and  we  are  going  to  let  you  go. 

Mr.  Styring.  Thank  you. 

Chairwoman  Smith.  We  appreciate  you  coming.  If  Mr.  Pitts 
would  stay,  we  would  like  to  have  some  more  questions  after.  Ms. 
Brothers,  thank  you  for  being  patient,  but  it  probably  is  safer  for 
you  in  the  long  run  for  him  to  leave. 

Ms.  Brothers.  We  get  it  at  the  office  all  the  time. 

Chairwoman  Smith.  Please  proceed. 

TESTIMONY  OF  SANDRA  J.  BROTHERS,  COLDWELL  BANKER 
GRABER  REALTORS,  FORT  WAYNE,  INDIANA 

Ms.  Brothers.  Madam  Chairman,  Mr.  Souder,  thank  you  for 
giving  me  this  opportunity  to  speak  for  the  average  homeowner.  I 
am  going  to  kind  of  skip  through  my  written  testimony. 

Struggling  to  put  numbers  and  figures  to  the  effect  of  the  flat  tax 
on  the  individual  is  really  not  in  niy  capacity.  I  have  to  talk  about 
my  clients  and  customers. 

The  first  one  is  the  first-time  buyer.  It  takes  awhile  to  educate 
them  on  the  benefits  of  owning  a  home,  easing  that  individual  into 
the  sense  of  security  that  they  can  manage  the  responsibility  of  the 
home  and  reap  the  rewards  of  the  savings — ^increased  equity.  The 
home  mortgage  is  the  largest  form  of  savings  we  can  provide  the 
public.  I  look  on  it  as  a  forced  savings  plan,  therefore,  a  401(k)  or 
whatever  you  want  to  call  it.  To  suddenly  change  the  playing  field 
for  those  already  actively  participating  would  be  devastating.  With- 
out Mike,  one  of  my  first-time  buyers,  getting  into  the  home  cycle, 
we  miss  the  first  step  of  the  ladder.  There  are  many  professions 
and  businesses  affected  if  the  home  buying  cycle  is  curtailed,  from 
the  cellular  phone  business  right  to  your  contractors. 

The  second  is  the  couple  that  moves  up  from  the  first  home.  With 
Kathy  and  Kevin,  we  were  able  to  build  a  new  home,  more  than 
doubled  the  mortgage,  yet  kept  the  pajrment  equal  or  less  than  the 
rent  due  to  the  reduction  of  the  mortgage  rate.  We  also  paid  off 
their  outstanding  debt.  This  was  done  by  the  equity  they  had  ac- 
quired in  the  home.  Without  this  trickle  down,  or  up,  effect,  be- 
cause of  their  increase  in  equity,  the  large  number  of  support  line 
people,  as  on  my  table,  would  be  affected. 
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Relocation  is  one  of  our  major  areas.  David  and  Jan  came  from 
California,  an  area  that  had  lost  value  in  their  home  market,  and 
came  with  very  little  equity  to  purchase  on  this  end.  Without  low 
down  payments  and  rates,  this  couple  would  have  returned  to  the 
renter  stage  and  continued  the  downward  spiral  of  lost  savings.  We 
are  now  in  the  process  of  evaluating  the  possibility  of  moving  up 
and  building  a  new  home,  again  feeding  the  economy.  The  system 
opens  the  door  for  another  to  grab  the  first  rung  of  the  ladder  to 
home  ownership,  community  responsibility  and  investment. 

Loren  and  Rhonda  also  came  from  California  with  very  little  eq- 
uity. They  had  enough  to  buy  the  home  and  put  a  little  in  savings. 
Shortly  after  their  arrival,  they  corresponded  with  neighbors  and 
found  out  they  may  have  been  the  last  one  to  sell  their  home  for 
any  sort  of  profit,  due  to  the  poor  job  market  out  in  California. 

Having  been  in  the  service,  I  personally  experienced  this  when 
the  Air  Force  transferred  my  husband  and  interest  rates  were  at 
18  percent.  We  had  no  choice  but  to  move  and  take  what  we  could 
get  for  the  property. 

The  cycle  continues  with  the  senior  citizen  who  has  had  their 
home  paid  off  and  is  living  on  a  fixed  income.  Eleanor  now  has  the 
problem  of  wanting  to  down-size  but  the  tax  burden  of  capital 
gains,  the  lack  of  available  affordable  housing,  the  continual  in- 
crease in  property  tax  and  the  home  maintenance  expenses  eat 
what  little  income  she  has.  If  she  chose  to  relocate,  then  leaves  the 
security  of  the  knowledge  of  the  area  and  the  support  system,  both 
medical  and  social.  A  flat  tax  with  property  exemption  would  alle- 
viate some  of  the  financial  strain.  She  started  out  in  the  system  of 
home  ownership  with  the  idea  that  the  home  would  be  the  biggest 
savings  investment  that  one  could  achieve  for  the  post- World  War 
II  working  class.  The  individual  dream  diminishes  with  each  tax 
season. 

The  agent  is  a  pivotal  point  of  the  local  community.  Without  our 
ability  to  market  a  community,  a  neighborhood  or  business,  the 
local  economy  starts  a  downward  spiral.  The  overall  effects  of  the 
lack  of  activity  in  the  housing  market  has  often  been  felt  with  just 
a  temporary  increase  in  interest  rates.  Though  the  experts  indicate 
the  effects  of  the  flat  tax  would  be  temporary,  the  recovery  could 
be  long-term. 

On  our  personal  exemptions  from  office  supplies  to  the  increase 
in — we  do  not  always  net  a  regular  income,  it  is  not  always  profit- 
able per  transaction;  without  the  business  deduction,  being  con- 
servative, a  realtor's  expenses  of  10  percent  would  in  effect  add  to 
the  realtor's  taxable  income,  resulting  in  less  spendable  cash. 

Talking  with  other  small  business  people,  the  initial  reaction  for 
the  flat  tax  is  tentatively  positive  on  the  personal  side,  but  the 
business  side  has  many  deep  concerns.  I  am  right  now  trying  to 
purchase  a  new  car,  I  will  not  move  up  because  I  do  not  know  how 
I  am  going  to  be  able  to  write  that  off  if  there  is  a  major  change. 
So,  therefore,  the  auto  salesperson  is  sitting  there  with  his  nails — 
biting  his  nails  waiting  for  me  to  make  a  decision. 

The  National  Association  of  Realtors  had  a  study  conducted,  and 
they  are  anticipating  that  we  would  have  a  15  percent  drop  in  sin- 
gle-family home  prices.  Therefore,  the  first  time  home  buyer  that 
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has  gotten  in  for  veiy  little  would  not  be  able  to  sell  the  home  and 
make  the  move  up. 

Single  family  home  starts  are  anticipated  to  decrease  by  22  per- 
cent. That  is  trillions  of  dollars  nationally  that  would  be  affected. 

I  have  more  questions  concerning  the  flat  tax  than  I  have  an- 
swers. If  we  have  a  baseline  to  not  pay,  for  example  $36,000,  if  I 
earn  $37,000,  do  I  pay  on  the  whole  or  just  the  difference?  What 
controls  would  be  implemented  to  monitor  the  rise?  If  we  get  a  sin- 
gle rate,  what  is  to  say  that  next  year  it  goes  from  20  percent  to 
25,  the  next  year  26?  I  did  some  comparisons  and  we  are  anticipat- 
ing that  our  taxable  income  would  increase  our  tax  bill  by  10  to  15 
percent  to  begin  with. 

In  conclusion,  I  can  possibly  see  the  acceptance  of  an  individual 
flat  tax,  but  the  mortgage  interest  deduction  should  be  continued. 
Property  tax  is  another  issue  and  I  would  like  to  see  this  elimi- 
nated altogether. 

Thank  you  for  allowing  me  to  present  my  personal  views  on  the 
perceived  effect  of  the  flat  tax,  not  only  on  my  business,  but  also 
the  individual  homeowners.  Thank  you. 

[Ms.  Brothers'  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you.  You  asked  a  lot  of  the  same 
questions  that  I  had  at  the  first  nine  hearings  that  I  held  on  this 
in  the  northwest.  It  makes  something  very  clear,  that  even  the 
plans  that  are  before  us  are  not  understood.  I  think  that  just  the 
one  comment  you  made  that  has  been  made  over  and  over  again 
to  me  shows  that  we  have  a  lot  of  education. 

The  base  in  most  of  the  proposals,  just  for  your  information,  is 
what  you  pay  no  tax  on,  up  to  that  point,  and  then  you  only  pay 
tax  at  the  flat  rate  on  the  difference.  So,  if  you  have  $37,000,  at 
a  17  percent  rate,  17  percent  of  $1,000.  You  would  drop  out  the 
base  totally,  in  most  proposals,  I  do  not  know  all  of  them.  So,  it 
is  to  assure  that  everyone  gets  a  base  deduction. 

The  basic  theory  is  to  say  that  just  like  your  standard  allowance 
that  you  take  instead  of  itemizing,  everyone  should  get  a  certain 
amount  of  deduction  before  they  pay  taxes.  So,  $36,000  would  be 
taken  in — I  know  that  this  does  not  necessarily  mentally  translate 
if  you  are  selling  to  someone,  the  interest  deduction,  but  it  is  to 
take  in  a  flat  amount  of  housing,  a  flat  amount  of  costs  for  caring 
for  family  members  and  children,  a  certain  amount  to  raise  a  fam- 

ily. 

So  that  does  not  breach,  in  my  mind,  the  second  question  that 
is  raised  by  your  comments,  and  that  is  that  there  is  a  psycho- 
logical benefit  that  you  are  selling  when  you  sell  a  house,  to  owner- 
ship as  well  as  a  tax  deduction.  There  is  something  there  that  says 
you  will  do  better,  and  if  it  is  in  a  base  amount  of  $36,000,  which 
is  a  lot  more  than  families  get  now,  will  that  translate  and  will  you 
have  the  experience  of  them  not  wanting  to  buy. 

Those  are  all  questions  that  come  to  mind,  that  we  have  a 
mindset  now  of  deduct  interest — can  you  translate  that  to  all  fami- 
lies getting  $36,000  base,  boy  that  will  be  a  lot  easier  for  them  to 
buy  a  house.  If  they  can  buy  a  house  now  with  more  reasonable 
taxation,  will  more  beginning  families  get  into  homes?  I  have  a  real 
close  friend  that  is  the  head  of  the  realtors  at  home,  she  is  the 
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president  of  our  realtors  in  our  State,  and  we  debate  this  back  and 
forth,  what  will  happen  inside  the  mind. 

So  those  are  the  things  I  would  like  you  to  think  about,  if  you 
would,  for  our  group,  because  some  of  this  is  going  to  be  a  mindset 
change,  but  we  certainly  do  not  want  to  discourage — or  I  do  not — 
home  ownership.  I  have  got  too  many  friends  that  are  realtors  to 
hurt  them  too,  because  you  do  not  want  to  go  to  church  with  them 
after  you  make  them  mad. 

The  other  thing  that  I  wanted  to  comment  on  in  your  testimony 
and  then  I  will  open  up  the  questions  to  Mr.  Souder  too — the  one 
thing  that  has  become  clear  to  me,  and  this  is  the  tenth  flat  tax 
hearing  that  I  have  done  of  any  size,  and  mostly  again  in  the 
northwest,  so  I  have  not  traveled  the  Nation  yet.  This  is  the  first 
one  outside  except  DC — is  that  people  are  terrified  of  a  rate  if  it 
cannot  be  tied  down.  Me  too.  So,  the  question  has  to  be  what  you 
do  with  the  income  tax  and  the  prohibition — ^how  you  deal  with  the 
basic  income  tax  question,  but  also  on  whether  or  not  you  allow  the 
legislature  to  raise  it  easily.  The  Kemp  Commission  recommends  a 
two-thirds  super  majority  of  the  legislature  before  the  rate  be  ad- 
justed. 

I  think  the  interesting  thing  here  is  where  we  are  sitting.  That 
flat  tax  rate  has  only — from  what  I  could  see  of  his  testimony — 
been  raised  twice  since  it  was  put  in  the  early  60's?  So  the  very 
knowledge  of  a  rate,  the  people  all  know  there  is  one  rate  here,  it 
is  very  sensitive  because  you  hit  the  whole  culture,  everybody, 
when  you  adjust  the  rate.  A  graduated  rate,  if  you  raise  part  of  it 
or  reduce  deductions  for  one  segment  of  it,  can  nick  it  to  death. 
This  year,  you  hit  this  part  of  the  population,  next  year  you  hit  an- 
other part  of  the  population.  So,  no  one  cries  at  any  one  time  large 
enough  to  get  everyone  to  move  in  the  culture.  A  flat  rate  by  itself 
anywhere.  Hong  Kong,  here,  anywhere  you  have  a  flat  rate,  it  is 
more  difficult  to  raise  that  rate.  But  I  personally  would  not  accept 
a  system  that  did  not  have  a  superior  or  a  very  difficult  method 
to  raise  the  rate,  not  just  a  simple  majority. 

Those  are  a  couple  of  the  things  I  thought  of  when  you  were  tes- 
tifying. I  think  also  most  flat  tax  systems  allow  all  business  ex- 
penses to  be  netted  out— take  a  look  at  your  tax  return,  your 
Schedule  C  or  whatever,  if  you  are  netting  out  a  simple  tax,  it  is 
a  netting  process,  you  only  pay  tax  on  the  net.  So,  if  you  spend  it, 
you  deduct  it  all,  you  do  not  even  depreciate  it.  So,  under  the  old 
system,  you  would  depreciate  that  car  or  it  depends,  if  you  have  a 
lease,  amortize  it,  whatever,  taking  a  portion.  Under  this,  the  mo- 
ment you  purchase  it,  you  would  write  it  all  off,  carrying  it  forward 
until  you  have  absorbed  all  of  the  cost.  Which  is  very  good  upfront, 
but  if  you  are  not  a  good  planner,  it  is  very  bad  at  the  end. 

So  those  are  the  kinds  of  things  that  we  just  have  to  do  a  better 
job  of  getting  information  out  on. 

With  that— Mr.  Souder. 

Mr.  Souder.  I  wanted  to  get  into  this  psychological  question  just 
a  little  bit.  I  know  that  the  firm  you  are  with  is  the  largest  in  our 
region  and  I  heard  on  the  CNN  Headline  News  this  morning  that 
we  are  at  an  all-time  high  in  America  of  home  ownership.  It  was 
just  released  yesterday  by  HUD.  That  is  good  news  to  me,  because 
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I  believe  that  home  ownership  is  sociologically  important  thing  in 
addition  to  any  other  benefits. 

Can  we  walk  through  a  little  bit — ^you  gave  a  couple  of  exam- 
ples— on  the  rent/own  decision  and  what  influence  the  deductibility 
of  the  interest  on  the  loan  might  be  relative  to  the  purchase.  I 
would  think  that  if  somebody  is  a  long-time  resident  of  an  area — 
in  other  words,  we  have  a  fair  number  in  northeast  Indiana  such 
as  my  great,  great,  grandfather  who  came  in  1846  and  would  have 
probably  bought  a  home  because  they  intended  to  stay  there  for- 
ever. Would  you  agree  that  that  is  not  likely  to  be  heavily  influ- 
enced— in  other  words,  is  there  is  a  certain  percentage  of  the  popu- 
lation that  is  going  to  own  a  home  regardless  of  the  tax,  although 
it  might  affect  the  type  and  cost  of  the  home? 

Ms.  Brothers.  Correct.  But  then  when  you  get  to  the  generation 
that  still  is  not  stable  in  the  job  and  has  to  relocate  frequently, 
they  may  not  invest  in  that  local  economy  because 

Mr.  SouDER.  The  clearest  of  which  would  be  a  military  family  ex- 
ample like  yours. 

Ms.  Brothers.  Correct. 

Mr.  SouDER.  In  Indiana,  we  used  to  be  more  of  a  stable  popu- 
lation in  the  sense  of  what  mobility  there  was — I  went  to  Leo  High 
School,  only  had  68  in  my  high  school  class, — even  though  the  girls' 
team  is  ranked  second  in  the  State  of  Indiana  this  year — that  in 
the  68  that  were  in  my  class  probably  only  10  to  15  are  in  that  im- 
mediate area,  but  over  half  are  in  the  general  area.  But  that  means 
over  half  of  that  class  has  completely  moved  out  of  the  area. 

Now  in  the  growth  areas,  just  taking  a  very  particular  example 
because  that  is  what  you  are  familiar  with,  I  am  familiar  with  and 
we  will  use  that  as  an  illustration,  most  of  the  housing  growth 
seems  to  be  out  southwest  where  I  am  currently,  which  has  been 
very  transient  to  the  north  and  northeast  of  Fort  Wayne.  Do  you 
see  those  market  areas  changing  from  the  traditional  mix  that  we 
have  seen  in  northeast  Indiana  to  more  of  a  population  that  may 
move  to  Indianapolis,  or  may  move  with  their  corporations  around 
the  country? 

Ms.  Brothers.  We  are  seeing  people  move  due  to  job  and  job  is 
not  secure,  and  they  go  where  the  money  is.  So,  they  will  invest 
in  the  home,  but  put  as  little  down  as  possible  so  that  they  can 
keep  whatever  equity  they  have  gotten  out  of  the  home,  because 
they  are  not  sure  that  they  are  going  to  stay  with  the  company. 

Mr.  SouDER.  If  you  had  a  3  year  to  5  year  and  you  figured  you 
might  move  or  be  transferred  or  have  a  job  loss,  particularly  with 
the  uncertainty  in  the  fluidity  of  the  market,  would  you  be  more 
likely  to — would  you  think  the  rental  market  would  go  up,  con- 
dominiums, more  almost  new  developments  near  roads  and  it 
would  be  very  hard  to  sell  old  homes?  What  kind  of  mix  would  you 
see  in  what  might  happen  if  all  of  a  sudden  you  could  not  deduct 
property  tax — well  property  taxes  too,  but  you  could  not  in  effect 
have  that  second  savings,  or  that  forced  savings  account? 

Ms.  Brothers.  If  they  anticipated  anywhere  less  than  5  years  in 
a  home,  I  would  anticipate  that  they  would  probably  rent,  unless 
they  have  already  sold  a  home  and  have  the  2  year  time  period  to 
have  to  reinvest. 
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Mr.  SoUDER.  Because  your  closing  and  sale  costs  plus  inflation 
probably  would  erode — what  is  the  average  value  of  a  home  in- 
crease in  your  region? 

Ms.  Brothers.  About  $5,000. 

Mr.  SouDER.  And  on  a  base  of  75,  roughly? 

Ms.  Brothers.  The  largest  market  is  between  75  and  90,  we  are 
a  very  fortunate  market. 

Mr.  Souder.  So  with  inflation  and  that,  and  the  closing  costs,  it 
would  not  be  a  wise  financial — it  would  be  a  purely  emotional  deci- 
sion to  decide  to  buy  a  home,  it  would  not  be  a  financial  decision 
to  buy  a  home. 

What  effect  would  it  have  on  the  step  up?  In  other  words,  if  a 
family  who  is  deciding — at  first  they  do  not  have  children,  the  first 
home  buy,  have  children,  need  a  little  bit  more  space,  then  you 
want  a  little  bit  nicer  home  because  you  moved  up  in  your  mid-ca- 
reer, 45  to  50  years  old,  which  I  now  think  is  young,  used  to  think 
was  old. 

Then  also  when  your  children  leave,  moving  to  another  size 
home.  Do  you  think  it  would  affect  at  the  margin  each  of  those  de- 
cision as  well? 

Ms.  Brothers.  I  just  was  talking  to  the  news  reporter  and  he 
is  considering  stepping  up,  but  then  when  I  talked  about  the  lack 
of  interest  deduction,  he  kind  of  wavered,  and  that  is  what  I  am 
finding,  the  people  would  not  consider  moving  up  because  of  the 
lack  of  deduction  and  just  the  expenses  involved. 

Mr.  Souder.  In  all  fairness,  it  would  partly  depend  on  what  in- 
come a  person  would  have  in  this  mix  because — and  how  the  flat 
tax  or  variations  would  hit  them,  because  that  could  change  when 
they  saw  the  rate  difference.  But  it  certainly  looks  to  me  that  logic 
would  say  that  a  fair  percentage  of  the  population,  whether  it  is 
10  percent  or  whether  it  is  larger,  would  decide  to  forego  and  most 
likely  rent  or  do  something  like  that,  unless  there  was  some  form 
of  mortgage  deduction.  In  mine,  I  have  it  capped  at  100  merely  be- 
cause you  cannot  go  over  the — ^you  go  over  the  20  percent  if  you 
start  to  raise  it  too  high,  100  would  hit  most  people's  loan  amount 
and  certainly  most  young  people  and  people  who  are  most  vulner- 
able to  the  variations  of  that  change. 

Just  for  the  record,  [displaying  form]  this  is  the  individual  tax 
form  with  the  mortgage  and  charitable  which  adds  two  lines,  and 
it  shows  how — a  lot  that  is  lost  in  the  public  debate  is  the  fact  that 
your  personal  exemptions  go  up  so  much,  and  the  initial  write-off. 
As  was  stated,  those  things  come  off,  and  then  it  is  the  remaining 
income.  So,  basically  if  you  have  a  mortgage  of  about  60,000,  chari- 
table contributions  of  2000  and  two  children,  it  is  34,000  that  you 
would  not  pay  taxes  on.  So,  if  you  are  making  40,000,  you  would 
merely  pay  20  percent  on  6. 

This  is  the  business  tax  form,  [displaying  form]  which  looks 
slightly  easier  than  most  businesses  deal  with. 

Now  what  we  will  get  into  in  some  of  this  hearing,  is  as  some- 
body who  has  had  a  business,  it  says  "Gross  revenue  from  sales," 
second  line  is  "Allowable  costs,  purchase  of  goods,  services  and  ma- 
terials; wages,  salaries  and  retirement  benefits;  purchases  of  cap- 
ital equipment,  structures  and  land"  and  that  is  what  you  would 
take  off  of  your  income.  I  will  tell  you,  there  is  a  lot  of  room  for 
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attorneys  and  accountants  in  "purchase  of  goods,  services  and  ma- 
terials." I  can  think  of  a  milHon  ways  to  work  that,  as  a  business 
person.  So,  even  a  simple  form  like  this  merely  means  there  may 
be  more  jobs  for  accountants  and  attorneys,  more  tax  hearings,  but 
at  least  it  is  an  easier  starting  base. 

I  do  not  know,  Peter,  whether  you  wanted  to  field  any  questions 
or  how  comfortable  you  are  with  that.  I  appreciate  your  coming 
today  and  giving  Alan's  RejTiold's  testimony. 

Mr.  Pitts.  I  just  wanted  to  make  one  comment  on  the  psycho- 
logical aspects  of  the  transition,  certainly  as  it  pertains  to  the  home 
interest  deduction.  According  to  the  Souder  plan,  which  is  really 
the  devil-is-in-the-details  plan,  which  has  not  been  discussed,  and 
I  think  there  will  be  a  great  deal  of  interest  when  those  details  are 
brought  to  the  fore.  Right  now  everybody  is  rather  skittish  about 
whether  it  affects  the  bottom  or  the  top  and  what  happens  to  the 
middle,  what  can  you  deduct,  what  is  not  deductible.  Again,  what 
is  not  taxed  above  a  certain  percent.  Is  it  the  same  for  everybody, 
how  does  it  affect  an  average  family  or  even  a  lower  income  family, 
which  clearly  benefits  the  greatest  from  all  the  various  plans. 
When  those  start  to  come  out,  and  as  Alan's  testimony  says,  in- 
come tax  increases  simply  lead  to  redistribution  and  a  leveling,  or 
a  decrease  in  actual  Federal  revenue,  then  the  serious  debate  real- 
ly begins.  That  is  the  work  that  the  Kemp  Commission  began. 

Mr.  Souder.  As  we  have  learned  in  the  budget  debate,  every  pro- 
gram, no  matter  how  obscure,  has  a  finend.  We  are  going  to  learn 
in  the  tax  debate,  every  tax  deduction  has  a  fi'iend.  The  three-mar- 
tini lunch  has  a  friend  in  the  sense  of  the  people  who  sell  the  alco- 
hol in  the  third  martini,  people  who  sell  the  olives,  people  who 
make  the  glasses,  the  people  who  serve  it,  the  restaurant  owner, 
the  people  who  sell  the  tables  to  the  restaurant,  the  people  who 
truck  the  alcohol  in,  the  people  who  truck  the  olives  in,  the  people 
who  sell  the  glasses  for  the  olives  to  be  held  in — all  of  a  sudden, 
you  have  a  whole  cadre  of  people  who  want  to  protect  the  three- 
martini  lunch.  We  are  going  to  run  into  that  in  the  tax  debate  and 
it  will  be  interesting  to  see  that  develop.  But  I  think  there  is  a 
basic  sentiment  that  the  IRS  is  probably  still  ahead  of  OSHA,  but 
those  two  agencies  are  among  the  more  unpopular  in  America. 

Chairwoman  Smith.  Well,  I  want  to  thank  you  both,  and  again 
please  do  what  you  can  to  think  about  the  transition,  especially  the 
realtor.  I  will  tell  you  what  I  told  my  friend,  I  said  would  you  not 
think  with  a  vibrant  economy  and  more  people  able  to  buy  and  sell, 
that  you  as  a  realtor  would  do  better.  She  is  mulling  that  over.  I 
think  the  main  thing  and  the  main  purpose  for  any  system  has  to 
be  that  it  spurs  the  economy,  it  is  good  for  the  economy.  A  lot  of 
people  work  and  take  care  of  themselves  and  the  basic  Rabushka 
or  any  plan  is  that  they  always  make  that  a  base  for  their  plan, 
this  is  good  for  the  economy.  Well  if  it  is  good  for  the  economy,  it 
will  keep  things  moving  and  give  more  of  us  the  ability  to  buy  and 
sell.  That  does  not  negate  though  the  concerns  that  you  have. 

Think  of  transition.  If  we  are  going  to  get  there,  what  is  the  best 
transition.  How  much  do  you  need?  I  prefer  that  you  have  a  certain 
dollar  amount  indexed,  deducted,  versus  the  $100,000.  I  think  that 
is  a  little  more  difficult,  I  think  a  dollar  amount  is  easier.  That  is 
another  place  to  debate — think  about  that.  The  same,  if  you  are 
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still  working  on  it,  a  transition — can  you  find  a  way  to  transition 
so  the  mindset  changes. 

My  belief,  as  someone  who  has  worked  in  taxes  for  many  years, 
if  you  leave  one  deduction  it  will  cede  to  two,  which  will  cede  to 
three  and  we  will  be  back  to  a  complex  system,  because  justice  al- 
ways demands  if  one  person  gets  something,  someone  else  can 
come  in  with  another  request  and  they  will  feel  it  is  just  that  they 
get  something  also.  That  is  what  ;ias  made  our  system  over  the 
vears  so  complex.  Every  time  I  have  seen  a  tax  law  change,  I  have 
nad  to  explain  to  the  preparers  and  the  clients.  It  has  always  been 
sold  that  it  was  just  for  someone  and  fair,  because  someone  else  got 
something  different.  My  fear  is  if  we  leave  anything,  that  might  be 
the  case. 

But  the  interest  issue  could  bury  it,  we  could  have  no  change  if 
we  cannot  deal  with  that.  So,  see  if  you  have  some  wonderful  cre- 
ative ideas,  we  could  use  that. 

With  that,  I  do  not  have  any  other  questions  for  this  panel.  Mr. 
Souder,  do  you? 

Mr.  Souder.  No. 

Chairwoman  Smith.  Thank  you  very  much. 

Just  as  they  are  leaving,  I  want  to  mention  that  we  will  be  keep- 
ing the  record  open  for  written  testimony  and  also  we  will  submit 
a  couple  of  written  questions  to  Mr.  Reynolds. 

The  second  panel  will  be  introduced  by  Mr.  Souder,  and  if  the 
panel  would  come  forward  please. 

Mr.  Souder.  Yes,  if  the  next  panel  could  come  forward.  Maybe 
if  we  could  go  Craig  and  then  Al,  Steve,  and  Don. 

Chairwoman  Smith.  For  your  information  the  light  system  is  a 
5  minute  light  system,  but  we  have  not  been  holding  to  it  reli- 
giously. When  we  are  in  our  official  hearings  normally  we  get  5 
minutes  and  we  also  sometimes  limit  those  questioning  to  5  min- 
utes. But  we  have  been  a  little  more  relaxed. 

Mr.  Souder.  Particularly  if  you  have  10  Members  asking  ques- 
tions, if  you  do  not  have  a  limitation — and  often  Members  will  pay 
more  attention  when  there  is  questioning  going  on  than  the  state- 
ments, but  this  is  more  informal. 

The  order  that  we  are  going,  Craig  Hartman  from  Preferred  In- 
dustrial Services  of  Fort  Wayne  was  my  delegate  to  the  Small  Busi- 
ness Conference  in  Washington  and  has  been  active  in  northeast 
Indiana,  and  I  appreciate  him  coming  down  today  to  give  his  per- 
spectives and  what  he  has  picked  up  not  only  from  his  personal 
business  background,  but  in  working  with  other  small  businesses 
through  the  conference. 

Al  Stovall  is  President  of  The  Cellular  Shoppe  in  Fort  Wayne, 
and  came  up  through  the  great  school  systems  that  I  did.  I  appre- 
ciate working  with  him  and  he  will  be  not  only  giving  his  personal 
experiences  but  from  the  Fort  Wayne  Chamber  of  Commerce  per- 
spective. 

Steve  Souers  is  the  CPA,  Manager  of  the  George  S.  Olive  &  Com- 
pany office  in  Fort  Wayne,  is  well  known  for  going  around  town 
and  stirring  up  advocacy  for  accountants  and  principals  there,  and 
will  give  us  that  background  as  we  go  into  the  tax  question. 

Don  Villwock  is  from  southwestern  Indiana,  from  Edwardsport 
down  in  the  Eighth  Congressional  District,  and  has  worked  with 
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agricultural  issues  there  and  also  with  our  Senators.  I  appreciate 
his  long  interest  in  this  and  coming  up  on  that  1-69.  It  is  done  to 
Evansville,  is  it  not? 

Mr.  ViLLWOCK.  It  is  done,  yes.  That  is  another  issue. 

Mr.  SouDER.  But  I  appreciate  you  coming  today  and  giving  us  a 
perspective  of  how  the  tax  system  hits  the  other  form  of  business 
on  WOWO  in  Fort  Wayne,  we  heard  for  years  the  big  business  of 
farming,  which  a  lot  of  the  backbone  of  Indiana  economy  as  well. 

We  appreciate  you  all  for  coming. 

Chairwoman  Smith.  Thank  you.  Mr.  Hartman. 

TESTIMONY  OF  CRAIG  S.  HARTMAN,  PRESIDENT,  PREFERRED 
INDUSTRIAL  SERVICES,  FORTH  WAYNE,  INDIANA 

Mr.  Hartman.  Thank  you,  Madam  Chairwoman,  Congressman 
Souder,  General  Patton.  I  am  afraid  he  is  going  to  unshoulder  that 
pistol  if  we  do  not  acknowledge  him  sometime  today. 

Chairwoman  Smith.  Well  just  keep  it  strjiight  and  you  will  be  all 
right. 

Mr.  Hartman.  Right. 

I  would  like  to  thank  you  for  the  opportunity  to  address  and  offer 
suggestions  on  various  tax  issues  that  confront  small  business.  By 
virtue  of  my  appointment  from  Congressman  Souder,  I  was  a  dele- 
gate to  the  White  House  Conference  on  Small  Business  this  last 
June. 

At  the  national  conference,  we  passed  60  critical  issues,  11  of 
them  tax  issues;  and  the  Indiana  delegation  narrowed  the  tax  is- 
sues down  to  four  key  issues  that  we  would  like  to  see  carried 
through  at  the  national  level. 

I  have  submitted,  of  course,  written  testimony.  I  do  not  think  it 
necessary  to  go  into  all  four  issues  to  discuss  not  only  the  issues 
but  some  of  the  reasoning  behind  the  White  House  Conference  of 
Small  Business  People,  as  to  their  major  concerns  and  reasons  for 
the  recommendations.  I  would  like  to  touch  on  one,  what  we  refer 
to  as  NCRA  Number  224. 

The  definition  of  an  independent  contractor  needs  to  be  clarified 
and  simplified.  The  20-factor  test  is  too  subjective.  The  number  of 
relative  factors  should  be  narrowed  and  simplified  with  more  defi- 
nition guidelines  for  implementation. 

The  IRS  is  given  too  much  control  over  judging  the  distinction 
between  employees  and  independent  contractors.  I  think  the  guide- 
line should  be  if  one  of  the  following  criteria  are  met:  (1)  realization 
of  profit  and  loss;  (2)  separate  principal  place  of  business,  even  if 
it  is  the  subcontractor's  home;  and  (3)  making  services  available  to 
the  general  public.  I  do  not  think  the  independent  contractor 
should  be  judged  to  be  an  employee  because  there  is  not  a  written 
agreement.  Often  business  is  done  on  a  handshake  basis  and  the 
formality  of  a  written  agreement  is  burdensome  and  gets  in  the 
way  of  getting  the  job  done  on  a  timely  and  profitable  basis. 

I  was  the  subject  of  a  very  intrusive  audit  of  my  contracting  busi- 
ness back  in  1990  that  subjected  and  was  focused  on  the  distinction 
between  employees  and  independent  contractors.  The  IRS,  after  a 
very  lengthy  audit  that  took  nearly  2  years — they  audited  6  years 
of  our  company's  records — demanded  $270,000  in  taxes,  penalties 
and  interest.  At  the  time,  that  was  one  fourth  of  our  corporate  net 
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work.  My  controller  and  our  outside  accountant  reviewed  the  infor- 
mation, reviewed  the  audit,  and  it  was  their  determination  that  we 
did  in  fact  owe  money,  but  significantly  less,  some  $60,000.  We  of- 
fered to  settle  for  $60,000,  the  IRS  refused.  We  proceeded  to  civil 
litigation,  the  IRS  filed  tax  liens  against  my  business,  against  my 
personal  property,  and  we  had  to  post  a  bond.  After  tens  of  thou- 
sands of  dollars  of  legal  and  accounting  work,  we  had  determined 
and  felt  veiy  confident  that  we  would  win.  The  IRS  obviously  felt 
equally  confident,  a  week  before  the  civil  litigation,  they  offered  to 
settle  for  $60,000. 

Safe  harbor  provisions  should  be  established  to  protect  the  hiring 
businesses  from  IRS  penalties  that  are  currently  being  assessed. 

The  IRS  should  eliminate  back  taxes  for  miscalculations  on 
1099s  that  are  filed,  but  there  is  no  evidence  of  fraud. 

Congress  should  allow  employers  and  independent  contractors  to 
provide  joint  technical  and  especially  safety  training  without  jeop- 
ardy of  reclassifying  the  independent  contractor  as  an  employee. 

Changes  and  implementation  processes  should  be  formulated  by 
a  joint  Congressional  and  small  and  medium  sized  business  group. 

I  also  support  two  other  tax  issues  raised  at  the  national  level 
that  were  not  singled  out  by  the  Indiana  delegation — NCRA  Num- 
ber 233 — permit  tax  deduction  of  up  to  $250,000  for  the  purchase 
of  new  equipment.  This  legislation  would  help  encourage  invest- 
ment in  small  and  medium  sized  businesses.  NCRA  Number  252 — 
require  two-thirds  simple  majority  vote  of  Congress  to  raise  taxes. 
It  should  be  made  more  difficult  for  Congress  to  raise  taxes.  This 
would  force  Congress  to  manage  expenditures  rather  than  taking 
the  easy  way  out  by  raising  taxes.  It  is  time  the  Government  is 
forced  to  be  run  more  like  a  business.  Not  many  businesses  would 
be  successfiil  for  long  if  they  raised  their  selling  price  each  time 
they  went  over-budget  in  their  expenditures  or  the  economy  or  the 
market  was  reduced. 

Many  laws  already  exist  to  help  small  business,  but  penalize 
small  businesses  that  have  been  successful  and  have  grown  to  be 
too  large  to  be  protected  by  these  laws.  Many  laws  currently  exist 
that  assist  small  employers,  yet  impose  the  same  requirements  on 
medium  sized  businesses  the  same  as  large  businesses.  Examples 
of  these  laws  are  EPA  regulations,  OSHA  regulations,  Americans 
with  Disabilities  Act,  Family  and  Medical  Leave  Act  and  ERISA  re- 
porting requirements  for  benefit  plans. 

Many  medium  sized  businesses  are  at  a  disadvantage  because 
thev  do  not  have  a  lobbying  voice  which  the  small  businesses  have, 
and  while  the  large  businesses  can  usually  get  the  message  to  Con- 
gress. I  respectfully  urge  you  not  to  pass  laws  that  encourage  com- 
panies to  stay  small,  penalizing  companies  for  growing  and  provid- 
ing new  jobs. 

My  company  started  out  very  small  and  has  grown,  but  90  per- 
cent of  our  competition  is  small  and  has  an  unfair  competitive  ad- 
vantage because  their  costs  are  lower  because  they  are  not  re- 
stricted as  much  by  Government  requirements  and  paperwork. 

Please  do  not  encourage  businesses  to  be  unsuccessful.  Reward 
the  success  that  provides  new  jobs,  grows  our  economy  and  basi- 
cally I  believe  that  this  is  the  basis  of  what  our  country  is  founded 
on.  In  short  and  in  summation,  free  enterprise. 
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Thank  you. 

[Mr.  Hartman's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you. 

Mr.  Stovall,  thank  you  for  coming. 

TESTIMONY  OF  ALFRED  STOVALL,  JR.,  PRESIDENT,  THE 
CELLULAR  SHOPPE,  FORT  WAYNE,  INDIANA 

Mr.  Stovall.  Thank  you,  Madam  Chairwoman,  Congressman 
Souder,  for  the  invitation. 

The  title  of  this  hearing,  "Fundamental  Tax  Changes  Needed  to 
Unleash  America's  Small  Businesses"  implies  that  we  are  some- 
what shackled  by  the  current  tax  code.  Clearly,  whether  it  is  that 
the  system  does  not  encourage  capital  investment  in  small  busi- 
nesses or  stifles  the  American  work  ethic,  we  do  have  consensus  on 
the  issue  that  changes  are  clearly  in  order.  One  may  also  infer 
from  the  title  of  this  hearing  that  these  changes  must  not  be  stop- 
gap measures  but  wholesale  fixes — a  clear  reinvention  of  the  cur- 
rent tax  code,  to  bring  it  in  line  with  the  spirit  of  entrepreneurism, 
the  incubation  of  which  is  clearly  in  this  country's  best  interest. 

This  morning,  I  will  very  briefly  touch  on  the  changes  most 
meaningful  to  the  Small  Business  Council  of  the  Greater  Fort 
Wayne  Chamber  of  Commerce,  on  which  I  serve,  and  the  Small 
Business  Council  of  the  Indiana  State  Chamber  of  Commerce,  and 
then  to  me  as  a  business  owner.  I  am  clearly  not  presumptuous 
enough  to  assume  that  I  speak  on  behalf  of  either  of  these  two 
councils,  but  I  have  probed  both  for  input  and  do  have  the  sum 
total  of  my  7  years  of  experience  starting  and  running  my  business. 

Two  issues — the  June  22,  1995  Interim  Report  from  the  White 
House  Conference  on  Small  Business,  which  Mr.  Hartman  referred 
to,  addressed  a  variety  of  issues  of  concern  to  this  Nation's  busi- 
ness owners.  Recommendation  Number  242  specifically  dealt  with 
expanding  the  50  percent  capital  gains  exclusion  for  small  business 
investors  to  also  provide  a  front-end  tax  incentive  of  some  sort. 

In  May  1989,  I  started  a  cellular  telephone  business  with  a  line 
of  credit  from  a  local  bank.  In  January  1990,  I  moved  to  a  retail 
location  and  added  a  service  department.  To  finance  the  expansion, 
I  simply  sold  shares  of  stock  to  an  investor.  In  the  fourth  quarter 
of  1995,  I  grew  my  business  again  when  we  contracted  with  a  re- 
gional grocery  store  chain  to  sell  our  cellular  telephones.  Again,  I 
sold  shares  or  stock  to  an  investor  to  raise  capital. 

Though  I  started  my  business  with  conventional  bank  financing, 
I  have  grown  it  through  investor  capital.  That  is  my  point.  Al- 
though snares  of  stock  in  publicly  traded  companies  are  easily  sold 
through  the  stock  markets,  shares  of  stock  in  most  privately  held 
small  businesses  like  mine  are  not  readily  marketable.  So,  without 
some  sort  of  tax  incentive  for  small  business  investment,  potential 
investors  really  have  little  compunction  to  invest  in  our  small  busi- 
nesses. 

Augmenting  the  current  50  percent  capital  gains  exclusion  by 
adding,  for  example,  a  10  percent  front-end  tax  incentive  encour- 
ages small  business  investment  in  that  it  brings  more  potential  in- 
vestors to  the  table.  I  am  not  proposing  any  sort  of 
disintermediation  of  capital  from  the  stock  markets,  the  bond  mar- 
kets or  any  other  potential  investor  market,  but  I  do  understand 
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that  I  am  one  of  a  legion  of  aggressive  entrepreneurs  who  are  peri- 
odically in  need  of  capital  to  fuel  our  businesses,  and  as  a  result 
we  are  really  competing  for  a  finite  number  of  investor  dollars. 
Therefore,  what  I  support  is  creative  tax  incentives  that  feed  Amer- 
ica's small  businesses  the  capital  that  we  need  in  order  to  compete. 

I  mentioned  earlier  the  contract  I  recently  signed  with  a  regional 
supermarket  chain.  This  agreement  allowed  me  to  grow  from  one 
location  in  Fort  Wayne,  Indiana  to  11  locations  throughout  north- 
east Indiana  in  the  past  90  days.  Each  location  that  we  added  basi- 
cally cost  us  $6,000  to  build.  What  these  are  little  minishowrooms 
within  a  grocery  store  environment. 

So  using  the  math  here,  that  10  store  expansion  roughly  cost  me 
$60,000,  $6,000  per  store  times  10  stores.  Depreciated,  using  the 
straight  line  method  over  the  40  years  as  I  understand  is  called  for 
by  the  current  tax  code  for  leasehold  improvements  results  in  some 
$1,500  per  year.  If  the  Internal  Revenue  Code  permitted,  on  the 
other  hand,  for  example  a  7  year  depreciation,  clearly  we  have  an 
acceleration  there  and  that  $1,500  per  year  jumps  to  over  $8,500 
per  year.  Clearly  what  I  am  proposing  in  this  case  is  an  accelera- 
tion of  the  depreciation  schedule  for  leasehold  improvements  to 
more  closely  match  that  followed  for  most  fixed  assets.  I  think  a 
change  like  that  would  clearly  encourage  entrepreneurial  growth  as 
opposed  to  restrict  it. 

To  conclude  here,  I  am  a  31-year-old  college-educated  African- 
American  male,  reared  in  suburban  America,  as  Mr.  Souder  was 
referring  to,  attended  Leo  High  School  up  in  north  Indiana,  who 
after  starting  a  business  7  years  ago  with  one  employee  and  lit- 
erally zero  customers,  now  employees  23  people  across  northeast 
Indiana  and  has  a  customer  base  of  approximately  8,000-plus. 
Given  my  country  club  membership,  the  Mercedes-Benz,  6,000 
square  foot  home,  all  the  things  that  many  of  us  small  business 
owners  are  able  to  acquire,  I  am  now  starting  to  enjoy  some  of  the 
fruits  of  my  labor. 

I  spend  about  a  class  period  per  month  with  junior  and  senior 
high  school  African -American  males  specifically.  I  ask  them  if  they 
had  $2  billion  in  the  bank,  so  that  money  were  no  object,  what  they 
would  do  with  their  days,  what  they  would  do  with  their  time.  The 
reason  I  ask  that  question  is  because  it  gets  to  the  issue  of  what 
is  most  occupationally  meaningful  to  them.  I  encourage  them  then 
to  literally  chase  their  career  dreams  and  let  the  personal  income 
take  care  of  itself. 

Unless  the  Internal  Revenue  Code  is  conducive  to  such  dream- 
chasing,  then  clearly  what  I  am  doing  is  in  effect  lying  to  these 
kids  about  the  prospects  for  the  future  unless  they  happen  to  be 
as  fortunate  as  I  have  been  in  business. 

In  brief,  I  am  excited  about  the  entrepreneurial  opportunity  I  ex- 
ploited 7  years  ago  and  what  the  next  century  already  holds  for  me 
in  the  business  that  I  have  planned.  I  am  also  excited  about  the 
young  men  I  meet  with  each  month,  who.  Lord  willing,  will  be  the 
next  generation  of  minority  entrepreneurs.  This  time  around 
though,  I  and  they  will  go  in  with  our  eyes  open  with  regard  to  how 
restrictive  or  unrestrictive  the  current  tax  code  is  to  entrepreneur- 
ial ideas  and  advancement  and  potential. 
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True,  though  I  may  be  making  it  and  am  making  it,  we  have  con- 
sensus here  I  beHeve  that  wholesale  changes  to  the  tax  code  are 
necessary  in  order  to  encourage  others  to  work  hard  and  get  their 
piece  of  the  economic  pie.  That  point  is  not  at  issue  today,  however. 
What  is  at  issue  is  the  modifications  that  are  most  needed. 

I  submit  to  this  Subcommittee  this  morning  that  if  you  will  begin 
with  the  recommendations  that  I  have  suggested  during  this  testi- 
mony, this  Subcommittee  will  take  initial  steps  that  are  meaning- 
ful to  the  small  business  councils  that  I  represent  in  this  state  and 
last  and  certainly  least,  me. 

I  thank  you  all  for  the  opportunity  and  hope  that  the  information 
I  shared  was  clear  and  appropriate. 

Chairwoman  Smith.  Thank  you.  Mr.  Souers. 

[Mr.  Stovall's  statement  may  be  found  in  the  appendix.] 

TESTIMONY  OF  STEVEN  M.  SOUERS,  MST,  CPA,  MANAGER, 
GEORGE  S.  OLIVE  &  COMPANY,  FORT  WAYNE,  INDIANA 

Mr.  SouERS.  Good  morning.  I  would  like  to  thank  Representative 
Souder  and  Chairwoman  Smith  for  inviting  me  here  today. 

I  work  with  small  businesses  every  day,  and  as  you  sit  down 
with  these  owners,  I  take  great  pride  when  I  can  come  up  with  a 
tax  planning  opportunity  for  them,  because  you  can  just  see  their 
faces  light  up.  It  is  not  the  excitement  of  yeah,  I  got  Uncle  Sam 
this  time.  Instead,  what  you  see  in  their  faces  is  you  can  see  the 
little  wheels  turning  in  the  back  of  their  minds  because  they  have 
all  these  ideas  coming  in  of  here  is  what  I  am  going  to  do  with  this 
new-found  wealth  from  this  tax-savings.  They  are  so  excited  about 
their  business  and  put  everything  into  it. 

But  equally  frustrating  is  when  they  come  in  with  this  grand 
new  idea,  they  are  ready  to  go,  and  they  ask  my  advice,  and  all 
of  a  sudden  that  idea  is  crushed  by  the  tax  cost  associated  with  it. 
That  is  why  I  welcome  this  opportunity  to  share  my  thoughts  on 
both  the  reform  of  our  current  tax  system  today,  dealing  with  indi- 
vidual provisions  and  then  looking  toward  tomorrow — what  are  we 
going  to  do  with  our  tax  system  for  the  next  century. 

To  kind  of  keep  things  flowing  along  here  this  morning — I  no- 
ticed there  was  not  any  coffee — I  will  be  brief  and  cover  some  of 
the  things  in  my  written  statement,  but  not  all  of  them. 

Albert  Einstein  started  out,  and  such  an  intelligent  man,  said 
"The  hardest  thing  in  the  world  to  understand  is  the  income  tax." 
Well,  before  we  can  start  looking  at  all  these  charts  and  graphs 
and  numbers,  we  really  need  to  understand  how  the  income  tax 
works.  I  guess  I  would  like  to  direct  people  to  the  overview  in  look- 
ing at  the  theory  of  taxation  and  some  of  the  purposes  of  taxation. 
I  will  not  have  time  to  go  into  my  favorite  example,  "Leave  it  to 
Beaver,"  but  once  you  get  that  understanding,  then  you  are  really 
ready  to  go  forward  with  making  changes  in  our  current  tax  system 
and  trying  to  figure  out  what  you  want  to  do  in  the  future. 

A  couple  of  the  key  issues  with  some  of  the  1995  legislation  that 
has  come  up,  I  would  like  to  start  with  the  capital  gains  provision. 
Obviously,  that  is  the  starting  point  for  any  small  business.  You 
get  these  people  who  come  with  this  innovative  idea  and  that  is  the 
spark  for  the  fire  to  start  their  business,  but  without  the  capital 
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to  fuel  that  fire,  it  is  going  to  die  out  so  quickly.  Small  busiiiesses 
require  capital  for  better  success. 

Certainly  the  50  percent  deduction  for  the  net  capital  gains  that 
is  on  the  table  right  now  is  a  great  incentive  for  investors  to  put 
capital  into  our  economy.  The  part  I  like  about  the  50  percent  de- 
duction as  opposed  to  an  alternative  capital  gains  tax  rate  like  we 
have  today  is  it  encourages  taxpayers  in  all  tax  brackets  to  invest 
in  our  economy  rather  than  just  limiting  that  incentive  to  those 
wealthy  individuals. 

Equally  important  as  all  this  capital  that  comes  flowing  into  our 
economy  is  that  it  be  directed  toward  small  businesses.  Right  now, 
there  is  a  provision  that  50  percent  of  the  gain  on  small  business 
stock  can  be  excluded.  Even  more  importantly  though  is  let  us 
make  that  incentive  happen  today.  Al  brought  up  the  concept  of  the 
10  percent  upfront  incentive.  That  is  really  going  to  make  those 
dollars  flow  into  the  small  businesses. 

Another  area  we  looked  at  is  the  Section  179  expensing,  the  op- 
portunity to  accelerate  depreciation.  I  think  CPA's  are  probably  the 
only  ones  that  enjoy  the  complexity  of  going  through  depreciation 
schedules — maybe  computer  programmers  but  that  is  probably 
about  it.  But  the  most  important  part  about  the  expensing  allow- 
ance is  it  allows  small  businesses  to  finance  their  property  acquisi- 
tions. If  you  look  at  Al's  situation  as  he  is  going  into  the  grocery 
stores,  to  be  able  to  have  $60,000  to  go  into  all  those  locations,  he 
needs  to  earn  a  $90,000  profit,  gets  done  paying  his  taxes  and  then 
he  can  walk  in  with  that  $60,000  and  buy  those  things.  Would  it 
not  be  great  if  he  were  able  to  expense  all  of  those  today?  He  could 
go  out  and  earn  $60,000  profit  today,  turn  around,  invest  it  in  his 
small  business  to  make  it  grow  and  take  the  immediate  deduction 
so  that  he  does  not  suffer  the  tax  consequences  of  having  to  wait 
40  years  to  get  his  deduction. 

Kind  of  shifting  into  our  tax  system  for  tomorrow,  the  Kemp 
Commission  came  out  with  their  tax  test  in  their  report,  and  I 
think  we  need  to  look  at  that  as  we  start  evaluating  any  of  the  pro- 
posals on  the  table — that  has  got  to  be  a  starting  point. 

It  is  kind  of  neat,  as  I  was  reading  through  the  report,  it  had  all 
these  quotes  from  famous  people,  but  the  ones  that  really  caught 
my  attention  were  the  quotes  from  taxpayers.  You  could  hear  the 
fears  and  frustrations  they  had  as  you  read  their  comments,  and 
the  concerns.  It  is  nice  to  see  the  two  of  you  are  here  to  listen  to 
those  today.  Those  voices  cannot  be  ignored  any  longer.  But  before 
we  can  cast  away  our  old  system,  we  really  need  to  encourage  these 
people  to  embrace  the  new  system,  and  it  cannot  be  an  unknown 
system.  They  need  to  start  having  some  of  the  details.  Without 
those  details,  with  some  of  the  vague  generalities,  I  am  afraid  that 
this  whole  tax  reform  agenda  and  excitement  is  going  to  go  the  way 
of  the  Health  Security  Act. 

Fairness  for  all  taxpayers — the  report  talks  about  that  fairness. 
Well  fairness  is  not  something  that  can  be  legislated,  it  is  some- 
thing that  has  to  be  perceived.  I  guess  the  example  I  think  of  is 
you  have  got  this  small  business  person,  she  is  sitting  at  her  desk 
in  her  home  office  working  50,  60,  70  hours  a  week,  which  is  not 
unusual.  Now  we  are  going  to  give  her  this  great  incentive,  a  low, 
single  tax  rate,  nice  flat  tax  so  she  can  pay  her  taxes;  yet,  think 
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of  that  perception  of  fairness  when  she  looks  out  her  window  and 
sees  her  neighbor  sitting  on  his  deck,  who  inherited  his  money 
from  his  parents  as  they  passed  away,  he  does  not  pay  any  taxes 
because  he  Hves  off  the  non-taxable  gains  from  the  investments. 
What  is  the  perception  of  fairness  there?  Does  it  really  exist?  It 
may  be  legislated  fairness,  but  I  kind  of  question  that  she  perceives 
that  as  fair  when  she  is  watching  the  sun  go  down. 

Most  importantly,  and  Chairwoman  Smith  has  addressed  this 
question  over  and  over,  is  the  transition.  This  is  the  area  of  great- 
est concern,  as  I  start  discussing  this  with  clients  and  making  pres- 
entations. The  question  always  comes  up,  are  they  going  to  do  to 
us  what  they  did  in  1986  with  the  Tax  Reform  Act?  The  real  estate 
market  was  just  devastated  with  the  passive  activity  loss  rules  and 
the  change  in  the  depreciation  rules.  People  lost  all  kinds  of  money 
and  they  felt  it  was  unfair.  You  changed  the  rules  on  us  and  you 
did  not  think  through  the  transition.  I  cannot  express  enough,  do 
not  ignore  this. 

So  many  of  the  tax  alternatives  that  I  read  that  are  on  the  table, 
they  are  so  vague  when  they  come  to  the  transition  area,  or  you 
can  turn  the  page  and  it  is  completely  blank,  it  says  "To  be  an- 
nounced." Kind  of  sounds  like  software  promises  that  are  referred 
to  as  vaporware. 

I  guess  in  conclusion,  as  you  look  at  the  current  tax  reform  pro- 
posals, think  about  the  purposes  of  taxation — refer  back  to  my 
overview.  Then  as  you  evaluate  individual  provisions,  do  they  ac- 
complish their  original  goals,  and  as  we  start  looking  at  a  tax  sys- 
tem for  tomorrow,  be  it  the  McFlat  tax  or  whatever  else  it  might 
be,  does  it  pass  the  tax  test  in  the  Kemp  Commission  report.  Not 
only  pass  it,  but  let  us  have  one  with  an  A-plus  grade.  But  do  not 
forget  about  the  transition. 

I  firmly  believe  that  the  future  of  our  economy  is  directly  linked 
to  the  success  of  our  small  businesses.  As  I  work  with  these  own- 
ers, I  know  first-hand  of  their  energy,  talent,  skills  and  creativity. 
It  is  kind  of  fun  as  I  watch  my  son  grow  each  day,  I  see  all  these 
same  attributes  in  this  little  bundle  just  waiting  to  explode. 

What  I  ask  you  is  untie  that  bundle,  let  our  small  businesses  ex- 
plode and  fill  our  economy  with  their  riches. 

Thank  you  for  the  time. 

Chairwoman  Smith.  Thank  you. 

Mr.  Villwock — and  thank  you  for  coming  all  that  way. 

[Mr.  Souers'  statement  may  be  found  in  the  appendix.] 

TESTIMONY  OF  DON  VILLWOCK,  OWNER,  VILLWOCK  FARMS, 
EDWARDSPORT,  INDIANA 

Mr.  Villwock.  Good  morning. 

Chairwoman  Smith,  good  morning. 

Mr.  Villwock.  Thank  you,  Chairwoman  Smith  and  Congressman 
Souder,  and  I  would  also  like  to  thank  Congressman  Hostettler, 
who  invited  me  to  be  here  today,  to  make  sure  that  agriculture  was 
represented  on  this  panel.  I  also  want  to  thank  the  staff  who  were 
very  accommodating  to  me  as  I  have  been  on  the  road  trying  to 
pass  the  farm  bill  since  last  Thursday,  talking  about  transition 
payments  and  freedom  for  farm.  The  farm  is  more  my  expertise 
than  tax  policy.  So,  today,  I  am  not  going  to  really  get  into  the 
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nitty  gritty  of  how  to  manipulate  these  changes,  but  hopefully  to 
inspire  you  to  keep  up  the  fight  and  make  sure  and  reinforce  the 
philosophy  of  why  we  need  the  change. 

So  I  would  like  to  thank  the  Subcommittee  for  allowing  me  to 
testify  before  you  today.  I  also  want  to  commend  the  Subcommittee 
for  reaching  out  into  the  heartland  of  America  to  hear  what  those 
of  us  involved  in  small  businesses  believe  will  unleash  our  poten- 
tial. 

I  am  Don  Villwock,  a  45-year-old  grain  farmer  from  southwestern 
Indiana.  Let  me  say  first  and  foremost,  I  am  no  expert  on  tax  pol- 
icy or  its  implication  on  others,  but  I  appear  before  you  today  as 
a  concerned  agribusinessman.  I  want  to  present  to  you  my  concerns 
about  our  present  tax  system  and  some  of  the  basic  principles  that 
any  reform  should  include. 

I  understand  that  taxes  are  necessary  to  carry  out  the  vital  and 
necessary  roles  of  Grovemment.  We  are  not  here  today  to  argue 
what  those  necessary  and  vital  roles  are.  Congress  has  spent  way 
too  much  time  already  this  winter  debating  that  very  issue.  The 
issue  I  want  to  address  is  how  the  complex  tax  system  we  now  face 
as  farmers  is  an  expensive  and  economically  distorting  anchor 
around  our  necks. 

Our  farm  relies  heavily  on  consultants  to  help  us  make  the  right 
decision  to  increase  our  output  and  to  decrease  our  costs.  Many 
times  I  need  a  consultant  to  talk  to  my  consultants  at  times.  These 
agronomic,  marketing  and  financial  consultants  more  than  pay 
their  way  in  making  our  operation  viable.  But  the  consultant  that 
I  spend  the  most  time  visiting  with  is  my  CPA  tax  adviser.  Almost 
every  economic  decision  we  make  has  to  be  reviewed  by  the  tax  ad- 
viser to  see  if  it  has  tax  implications  for  Villwock  Farms.  As  an  ex- 
ample we  call  and  ask  should  we  sell  grain  in  December  or  after 
the  first  of  the  year  to  reduce  our  tax  liability.  It  seems  to  me  that 
decision  should  be  based  on  market  projections  rather  than  tax  con- 
sequences. I  assure  you  more  farm  machinery  is  traded  or  not  trad- 
ed for  because  of  the  tax  code  rather  than  any  economic  consider- 
ation for  its  usefulness  or  its  reliability.  My  CPA  services  are  not 
cheap.  Unfortunately  in  years  of  drought  or  flood,  my  tax  adviser's 
fee  is  more  than  the  income  for  our  whole  farm.  It  is  my  under- 
standing that  the  Tax  Foundation  has  estimated  that  for  1994, 
these  costs  were  $127  billion  for  business  and  $65  billion  for  indi- 
viduals. I  believe  that  money  could  better  be  spent  in  our  economy 
on  more  productive  assets.  Any  reform  you  consider  should  be  eco- 
nomically neutral. 

The  capital  gains  tax  is  a  major  area  of  concern  for  me  and  for 
farmers  across  this  great  country.  It  inhibits  the  movement  of  as- 
sets and  the  making  of  sound  economic  business  decisions.  I  truly 
believe  it  has  increased  the  price  of  land  that  we  have  purchased, 
as  the  seller  has  tried  to  increase  his  after-tax  revenue  from  the 
sale.  As  the  average  age  of  farmers  has  increased  over  the  years, 
one  would  think  more  land  would  become  available  to  the  market — 
not  so.  As  potential  retirees  hold  onto  their  land  waiting  for  a  cap- 
ital gains  reform  act  or  even  abolishment.  This  one  tax  raises  or 
cost  of  production  as  land  prices  and  cash  rents  reflect  this  market- 
distorting  rule.  I  also  believe  it  has  impeded  the  entry  of  young 
farmers  wanting  to  return  to  the  farm.  A  quote  from  page  17  of  the 
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Tax  Reform  Commission  report  summarizes  the  capital  gains  tax 
better  than  I  can,  by  saying,  'The  result  is  to  punish  risk-taking, 
shrink  the  pool  of  capital  needed  for  investment,  and  deprive  would 
be  entrepreneurs  of  a  chance  to  climb  the  ladder  of  economic  oppor- 
tunity." 

The  final  area  of  concern  for  me  is  the  estate  tax.  As  you  are  all 
aware,  agriculture  is  one  of  the  most  capital-intensive  Dusinesses 
in  the  United  States.  The  old  saying,  "Farmers  live  poor  and  die 
rich,"  makes  our  industry  one  of  the  major  payers  of  Federal  estate 
taxes.  Most  farmers  have  as  one  of  their  major  goals  to  pass  the 
farm  on  to  the  next  generation.  I  believe  you  have  heard  testimony 
that  states  that  only  30  percent  of  family  businesses  are  passed  in- 
tact to  a  second  generation  and  only  about  13  percent  as  passed  in- 
tact to  a  third  generation. 

I  witnessed  my  next  door  neighbor  having  to  sell  360  acres  just 
to  pay  the  estate  tax.  I  am  also  concerneof  as  my  own  farm  ap- 
proaches this  difficult  era,  as  my  parents  now  exceed  75  years  of 
age.  Estate  planning  is  one  of  the  most  difficult  of  all  decisions  a 
multigeneration  farm  family  has  to  discuss.  I  truly  believe  our  fore- 
fathers knew  that  a  land  cared  for  and  nurtured  by  an  heir  would 
bring  strength  and  economic  vitality  to  our  country.  Estate  taxes 
are  forcing  sales  of  farms,  increasing  the  rate  at  which  farms  are 
gobbled  up  by  the  corporate  world.  The  estate  tax  must  be  abol- 
ished if  we  are  to  preserve  family  farms  in  this  country, 

I  want  to  thank  you  for  listening  to  my  humble  views  on  this 
critical  issue.  I  will  leave  you  with  a  few  quotes.  Jean  Baptiste 
Colbert,  minister  of  finance  to  Louis  XIV  of  France,  said  in  1788, 
"The  art  of  taxation  consists  in  so  plucking  the  goose  as  to  obtain 
the  largest  amount  of  feathers  with  the  least  amount  of  hissing." 
I  think  I  hear  a  lot  of  hissing.  Mr.  Dean  Kleckner,  president  of  the 
American  Farm  Bureau  and  a  member  of  the  Kemp  Tax  Commis- 
sion said,  "My  interpretation  of  tax  history  around  the  world  is 
that  if  the  total  tax  load  is  below  30  percent,  people  will  grumble, 
but  not  too  much.  Between  a  tax  load  of  30  percent  and  40  percent, 
grumbling  increases  substantially.  At  40  percent,  a  revolt  begins." 
Are  we  not  approaching  40  percent  today  in  real  terms?  And  in  the 
last  40  years,  the  tax  code  has  been  changed  31  times.  Is  it  not 
time  we  did  it  right? 

Thank  you  very  much. 

[Mr.  Villwock's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you. 

We  used  to  say,  and  you  probably  have  too,  that  every  time  the 
Federal  Government  simplified  the  tax  system,  it  increased  my 
profits  in  my  corporation  because  nobody  knew  how  to  do  it  and 
they  had  to  come  to  people  like  me.  I  am  not  proud  of  that,  but 
I  made  a  good  living  at  it. 

With  that,  I  would  like  to  ask  Mr.  Souder  to  start  the  questions. 
We  are  pretty  casual  with  this,  we  interrupt  each  other  all  the 
time,  if  he  gets  onto  something  that  I  like,  I  will  help  him  whether 
he  wants  it  or  not. 

Chairwoman  Smith.  Mark. 

Mr.  Souder.  I  have  some  questions  for  each  person,  so  maybe  I 
will  just  start  with  Craig.  You  raise  an  interesting  point  about  the 
marginal  cost  of  doing  business,  not  necessarily  just  of  taxation,  as 
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you  become  more  successful  because  we  have  exempted  so  many 
small  businesses  from  rules.  The  regulatory,  whether  it  is  80(a)  pa- 
rental leave,  all  the  different  variations  usually  have  sometimes  15, 
sometimes  25,  sometimes  by  size  of  sales  exemptions,  but  do  you 
know  offhand,  and  did  you  hear  at  the  small  business  conference, 
that  there  is  a  particular  point  where  all  of  a  sudden  there  is  a 
jump  or  are  they  phased  enough  that  there  is  a  little  bit  of  leeway 
there,  or  all  of  a  sudden  is  there  a  so-called  sticker  shock? 

Mr.  Hartman.  It  is  interesting,  Congressman,  that  each  of  these 
departments,  EPA,  OSHA  for  example,  Americans  with  Disabilities 
Act,  they  have  different  measuring  devices.  Sometimes  it  is  employ- 
ees, sometimes  it  is  annual  sales,  and  it  is  a  little  bit  of  a  moving 
target. 

In  talking  over  this  issue  with  many  successful  entrepreneurs 
that  started  out  small  and  grew  their  businesses,  I  think  the  goal 
would  be — ^because  we  understand,  I  mean  we  have  been  very  for- 
tunate in  our  business — once  again,  I  started  alone,  at  age  18  and 
we  now  average  over  300  employees,  and  we  are  very  proud  of  that. 
I  think  anyone  that  has  been  fortunate,  been  successful,  recognizes 
the  need  to  assist  people  to  enter  into  the  business  world.  I  think 
we  are  all  supportive  of  that. 

What  becomes  difficult  or  I  think  something  that  this  particular 
Subcommittee  and  all  of  Congress  should  look  at,  as  far  as  all  the 
regulations  and  legislation,  is  that  when  it  puts  the  medium- 
sized — the  now  medium-sized  business  at  a  disadvantage  because 
they  are  primarily  competing  against  small  businesses  that  are 
being  exempt  from  new  laws  and  regulations  that  are  being  passed. 

I  tnought  Chairv/oman  Smith  hit  on  a  very  key  point,  when  you 
stated  earlier  that  taxes  as  they  have  been  put  into  place  kind  of 
nip  at  different  segments  which  collectively  do  not  have  much  of  a 
voice  and  cannot  rally  real  well  to  put  that  down.  I  really  like  the 
idea — and  I  never  thought  of  it  in  those  terms  until  it  was  just 
stated  earlier  by  our  Chairwoman  that  the  flat  tax,  if  that  is  ever 
going  to  be  increased,  it  is  going  to  affect  everyone  and  so  there  is 
going  to  be  a  lot  of  interchange  very  obviously. 

Well,  what  has  happened,  a  lot  of  legislation,  small  business  and 
their  voice  starts  to  say  hey,  we  cannot  afford  that  this  particular 
issue  or  that  issue,  and  you  are  sensitive  to  that.  That  is  good.  So, 
you  say  well,  gee,  we  cannot  penalize  these  small  businesses  or 
these  people  entering  into  the  job  market.  So,  you  do  put  a  stop  gap 
in  there.  But  90  percent  of  our  competition  is  small,  so  now  they 
get  an  unfair  advantage.  In  essence,  what  starts  to  happen  is — an 
unspoken  truth  is  that  you  get  hurt  economically  if  you  grow  your 
business,  and  it  is  becoming  more  and  more  evident  with  every 
passing  piece  of  legislation. 

Mr.  SOUDER.  Let  me  ask  you  a  question,  having  grown  up  in 
the — I  did — retail  furniture  business,  worked  briefly  in  Minnesota 
and  in  St.  Louis  and  Houston  chains  and  then  came  back  and  was 
on  the  board  of  Midwest  Home  Furnishing  Association,  20  years 
ago  we  started  to  see  the  first  signs  of  contracting  out  or  splitting 
up  businesses  into  smaller  units  because  of  a  lot  of  these  type  of 
pressures.  The  company  I  worked  with  in  Minneapolis,  the  brother 
of  the  person  who  managed  the  furniture  business  managed  the 
trucking   and    service    sides,    contracted    so    they   hit   a    different 
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threshold  of  their  size.  Increasingly  sales  people  in  companies  are 
viewed  as  consultants,  you  addressed  that,  kind  of  how  you  define 
these  independent  sales  people.  All  those  things  are  really  kind  of 
flowing  out  of  what  you  said. 

Do  you  know  very  many  businessmen  who  are  not  trying  to  fig- 
ure out,  because  of  the  burden  of  regulations  and  the  variations  of 
this  marginal  rate,  who  are  not  trying  to  figure  out  ways  around 
it? 

Mr.  Hartman.  Well,  no,  I  think  that  we  are  all  forced  to  address 
the  issues.  What  is  very  frustrating — I  mean,  first  and  foremost,  I 
am  an  entrepreneur,  and  I  am  just  driven  to  grow  our  business  to 
be  as  large  and  successful  as  we  possibly  can.  I  think  in  those 
terms.  I  nave  people  working  for  me,  I  have  several  outside  re- 
sources, consultants  and  the  like  that  say  Craig,  you  cannot  expand 
in  that  area  because  that  will  take  you  to  this  size  and  then  you 
are  going  to  be  regulated  in  this  fashion.  Once  again  we  deal  with 
it  because  we  are  forced  to.  We  sure  do  not  like  it,  and  I  do  know 
of  specific  examples.  People  said  I  do  not  want  to  grow  my  busi- 
ness, this  is  as  big  as  I  want  to  be.  I  think  that  is  contrary  to  the 
whole  spirit  of  the  fi^'ee  enterprise  system. 

Mr.  SouDER.  Plus  is  it  not  a  lot  of  effort  being  spent  in  trying 
to  figure  out  how  to  get  around  the  law?  Also,  when  you  have  a 
less  cohesive  company,  you  are  spending  a  lot  of  time  trying  to 
interact  with  an  illogical  management  system.  We  have  one  com- 
pany pretty  well  known  in  nortneast  Indiana  that  arguably  is  ei- 
ther our  second  or  third  largest  employer,  they  just  sold  a  major 
division,  that  their  rule  was  no  supplant  or  business  was  going  to 
be  larger  than  100  employees,  and  they  have  sites  all  over  north- 
east Indiana  employing  at  one  point  3,500  to  4,000  people  there, 
yet  every  single  one  was  a  small  business  because  of  various 
things,  which  is  not  necessarily  the  most  efficient  or  logical  way  to 
run  an  enterprise,  but  it  is  almost  a  Government-driven  one. 

Mr.  Hartman.  You  are  absolutely  right,  Congressman,  and  that 
particular  company,  we  have  hired  a  big — I  was  going  to  say  a  big 
eight,  I  think  now  it  is  big  six — accounting  firms.  Our  company  is 
using  that  particular  company  that  you  are  referencing  as  the 
model  to  restructure  our  company  so  that  we  can  abate  and  get 
around  many  of  the  very  cumbersome  rules  that  are  out  there.  It 
is  extraordinarily  unfortunate  and  yeah,  you  lose  the  cohesiveness 
and  it  is  just  a  terrible  thing  that  is  happening  to  the  American 
dream.  I  know  we  are  focused  on  taxation,  but  obviously  as  you  go 
back  I  know  you  have  to  deal  with  many,  many  issues,  I  would  en- 
courage you — and  I  am  sure  I  am  not  the  only  one  bringing  up  this, 
it  is  not  an  original  idea — but  it  is  killing  the  American  dream, 
putting  these  restrictions  on  and  penalizing  people  for  being  suc- 
cessful and  growing  their  companies. 

Chairwoman  Smith.  I  have  one  question  for  him,  let  us  do  it  that 
way. 

Mr.  Hartman,  the  one  thing  that  became  clear  is  that  there  are 
going  to  be  some  winners  and  losers,  there  is  going  to  be  a  slight 
adjustment.  Some  of  us — I  have  had  clients  that  have  done  very 
well  because  we  have  done  very  well  to  keep  them  out  of  taxes  and 
yet  in  looking  back  through  them,  we  were  also  making  their  busi- 
ness decisions  based  on  the  tax  system.  We  were  not  making  them 
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always  based  on  the  market  and  we  were  not  making  them  often 
based  on  employees.  We  were  often  making  the  business  decisions 
based  on  the  tax  system. 

With  that  in  mind,  do  you  think  that  you  would  accept  a  system 
that  slightly  raised  your  taxes  if  it  meant  getting  rid  of,  first  of  all, 
your  friend  the  compliance — the  CPA  or  the  firm  like  me,  and  also 
that  you  could  start  making  your  decisions  based  on  good  econom- 
ics— would  you  be  willing,  do  you  think,  and  would  the  Indiana 
business  association  and  some  of  the  others  be  willing — or  do  you 
think  if  they  see  it,  your  average  tax  maybe  now  is  17  or  15,  I  do 
not  know,  whatever  it  is,  and  it  was  going  to  be  1  percent  you  could 
say,  do  you  think  they  would  swallow  that,  given  more  freedom  or 
do  you  think  they  would  look  at  it  and  fight  it? 

Mr.  Hartman.  No,  I  believe  that  they  would.  Chairwoman  Smith. 
I  think  that  some  good  points  were  raised  earlier  by  Sandra  Broth- 
ers relative  to  the  mortgage  exemption  as  an  example.  Yeah,  I 
think  that  would  have  an  effect,  but  as  you  say,  you  start  allowing 
one  allowance,  everybody  is  going  to  want  allowances  and  then 
pretty  soon  we  are  right  back  to  where  we  started,  we  have  gone 
full  circle. 

But  specifically  to  answer  your  question,  I  think  astute  business 
people  take  a  look  at  OK,  let  us  say  my  total  package  burden  is 
36  percent  and  let  us  say,  just  for  conversation  sake,  it  ends  up 
with  a  simpler  system,  an  easier  system,  an  unprejudiced  system, 
at  40  percent.  When  you  factor  in  the  incidental  expenses  that  I 
have  to  deal  with,  like  consultants,  and  the  issues — I  mean  I  re- 
member the  good  old  days  when  I  used  to  be  able  to  talk  to  cus- 
tomers. I  do  not  have  that  privilege  any  more,  very,  very  seldom. 
I  tell  them,  boy,  this  is  nice,  even  when  they  are  yelling  at  me  be- 
cause our  service  has  not  been  quite  as  good  or  as  prompt  or  as 
efficient  as  they  would  like  it.  Because  I  get  bogged  down  with 
dealing  with  the  various  burdens  that  surround  me.  If  we  can 
unshackle  the  business  people  of  today,  even  at  a  somewhat  higher 
expense,  I  think  it  would  be  welcomed  across  the  board. 

Chairwoman  Smith.  I  was  reading  the  initial  from  the  CPA  asso- 
ciation, we  asked  them  earlier  if  they  would  be  running  the  simpler 
form,  giving  us  some  ideas  of  some  of  their  clients,  to  do  enough 
of  them  to  give  us  an  idea  of  where  people  fall,  and  they  have  given 
us  the  initial.  I  have  not  had  enough  time  in  it,  but  it  looks  like, 
in  general,  that  there  is  a  middle  and  small  business,  there  is  a 
drop.  Now  I  am  trying  to  figure  out  where  it  goes  and  what  is  hap- 
pening but  it  definitely  in  the  line — return -per-re turn,  now  this  is 
under  the  model  without  interest  and  tax  deductions,  it  would  be 
under  the  Armey  model,  but  it  does  look  like  most  people,  because 
you  cannot  expense,  that  most  of  the  ones  they  have  pulled  up,  you 
do  end  up,  because  of  taking  that  leasehold  all  off,  you  come  up 
better.  Now  how  long  that  would  go  over  the  economy,  I  do  not 
know,  but  once  I  looked  at  it  and  I  started  thinking  of  my  business 
history,  I  automatically  thought,  if  I  could  get  rid  of  IRS  and  stop 
planning  for  the  future  thinking  about  what  they  are  going  to  do 
to  me,  and  I  thought  about  some  of  my  clients,  my  own  business 
and  theirs,  I  had  something  inside  that  was  just  free,  it  was  like 
that  would  be  wonderful. 
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Yet,  I  am  not  sure — I  have  both,  the  hat  of  the  person  deaHng 
in  the  taxes  for  myself  and  also  for  others,  and  I  am  not  sure  if 
that  is  a  good  reflection  of  what  other  people  think. 

With  that,  Mr.  Stovall  next.  You  go  right  ahead,  unless  you  want 
to  go  to  some  other 

Mr.  SoUDER.  No.  You  referred  in  the  beginning  of  your  testi- 
mony, Al,  that  the  importance  of  the  small  business  incentives  and 
the  special  tax  breaks  that  small  businesses  get  to  get  started,  and 
you  talked  about  the  expensing  and  how  it  was  spread  over  40 
years.  In  the  flatter  tax  proposals  or  the  proposals  like  the  version 
I  have  or  Forbes  has,  you  in  effect  would  have  a  tradeoff  between 
those  two  things.  You  would  lose  the  special  breaks  that  small 
businesses  get,  out  you  would  get  the  complete  write  off  of  depre- 
ciation and  things  like  that. 

From  your  own  perspective  and  also  others  that  you  have  seen 
in  small  business,  do  you  think  that  tradeoff  would  be  worth  it,  and 
how  would  that  have  affected  you  in  your  business? 

Mr.  Stovall.  I  lose  the  first  but  get  the  second.  In  my  own  expe- 
rience, it  is  a  non-issue  because  I  was  able  to  access  investor  cap- 
ital without  it  being — with  the  current  tax  code  the  way  it  is,  with- 
out any  sort  of  front-end  incentive.  So,  given  that  set  of  cir- 
cumstances, I  am  fine  with  it.  Those  businesses  who  have  also  been 
able  to  grow  their  business  through  the  use  of  investor  capital 
would  also  be  fine  with  it. 

What  I  alluded  to  initially,  the  way  I  see  the  issue  as  I  did  my 
own  little  research  had  to  do  with,  again,  a  tweaking  or  adding 
some  sort  of  front-end  incentive  which  just  frees  up  investor  capital 
for  us,  just  gives  us  more.  So,  I  see  it  as  more  of — it  is  an  indirect 
benefit  to  me  as  a  business  owner,  but  it  is  mainly  a  tax  incentive 
not  for  small  business  but  for  the  potential  investors.  You  see  what 
I  mean? 

Mr.  SoUDER.  Uh-huh. 

Mr.  Stovall.  To  bring  more  of  them  to  the  table. 

Mr.  SoUDER.  Right. 

Mr.  Stovall.  Since  I  was  able  to  grow  mine  OK,  that  is 

Mr.  SouDER.  And  they  would  potentially  have  that  same  incen- 
tive if  they  thought  you  would  get  faster  depreciation  because  ini- 
tially their  income  could  not  be  high,  in  fact  it  would  be  depre- 
ciated, but  the  value  of  the  corporation,  the  potential  earnings 
value  would  be  greater,  so  there  might  be  more  venture  capital. 

Mr.  Stovall.  Right.  I  did  not  look  it  that  way,  but  yes. 

Mr.  SouDER.  Let  me  ask  you  a  more  difficult  question,  and  it  is 
difficult  in  two  ways,  because  often — I  am  going  to  make  this — this 
is  my  comment,  not  your  comment.  But  often  people  like  yourself 
who  are  very  successful  African-American  male  businessmen  are 
all  of  a  sudden  expected  to  be  authorities  on  all  other  Aft-ica-Amer- 
ican  males,  when  in  fact,  as  you  have  said,  you  had  excellent  oppor- 
tunities which  both  your  father,  through  his  medical  practice,  just 
as  my  father,  but  our  ability  was  to  capitalize  on  what  opportuni- 
ties we  had  and  you  certainly  did  that  through  your  education  and 
going  into  business.  So,  you  would  not  necessarily  be  typical  of 
many;  at  the  same  time — and  your  business  is  not  really  oriented 
toward  the  African-American  community,  you  have  been  as  suc- 
cessful as  anybody  in  America  would  be  successful,  yet  because  of 
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who  you  are,  you  are  often  asked  these  type  of  questions,  and  I  am 
going  to  ask  you  one. 

Do  you  beheve  that  in  looking  at  other  African-American  minor- 
ity groups  who  are  involved  in  a  business  or  potentially  involved, 
that  if  we  eliminated  a  lot  of  the  incentives  for  small  business  for 
these  write-offs,  while  it  might  be  true  that  there  would  be  this  ad- 
vantage of  the  immediate  depreciation,  capital  gains  changes,  divi- 
dend changes,  so  somebody  who  is  going  into  grocery  stores  or 
things  in  high  growth  markets  might  gain,  how  does  that  affect 
those  in  markets  that  may  not  have  the  same  high  growth  rates 
and  are  in  higher  risk  areas  and  what  would  that  mean  toward 
most  people  in  the  minority  community? 

Mr.  Stovall.  Yes,  for  tnose  who  do  not  have  the  leasehold  im- 
provement issues  and  the  need  to  write  as  many  checks  as  I  have 
written  over  the  past  90  days,  again,  going  back  to  the  first  issue 
of  a  tax  incentive,  that  still  is  meaningful,  it  is  just  not  as  mean- 
ingful with  regard  to  the  leasehold  improvement  issue.  That  accel- 
eration schedule,  I  guess  they  would  not  care  about  it.  I  did  not 
care  about  until  recently,  until  my  accountant  explained  to  me  the 
ramifications  of  it,  and  I  figured  it  out. 

So  I  think  again,  the  front-end  tax  incentive,  however  it  could 
work,  is  still  meaningful  for  minority-owned  businesses  because 
they  are  just  plain  old  business  and  they  still  have  a  need  for  ac- 
cess to  capital. 

In  addition  to  working  with  the  Small  Business  Council  at  the 
Fort  Wayne  Chamber,  one  of  the  programs  that  exists  there  is  a 
committee  called  the  Minority  Business  Affairs  Committee,  and  pe- 
riodically they  have  done  surveys  over  the  past  few  years.  What 
you  find  is  minority  business  owners  care  about  the  same  thing 
that  non-minority  business  owners  care  about.  So,  the  capital  is- 
sues are  still  right  there. 

So  if  changes  can  occur  and  are  planned  into  the  tax  code  that 
is  going  to  free  up  some  investor  capital  that,  as  I  said,  would  oth- 
erwise be — either  go  to  the  stock  market  or  bond  market  or  what- 
ever, then — and  more  investors  really  realize  hey,  it  makes  sense 
for  me  to  consider  putting  $20,000  into  this  guy's  business  or 
$50,000  into  this  guy's  business.  It  does  not  take  much.  Then 
changes  like  that  would  be  entirely  meaningful. 

Mr.  SouDER.  Thanks. 

Chairwoman  Smith.  Thank  you. 

This  one  is  one  that  I  am  mulling  over,  so  I  am  asking  it  to  you 
because  I  am  not  sure  myself  right  now.  I  guess  our  economy  relies 
on  capital  and  venture  capital.  You  talked  about  dealing  with  the 
youth  and  teaching  them  basically  by  example  how  to  be  an  entre- 
preneur, what  is  involved — is  my  understanding  of  what  you  do. 
Are  you  concerned  as  a  small  business  owner  that  cheaper  wages 
abroad,  especially  with  NAFTA  and  GATT,  that  this  issue  could 
strip  venture  capital  out  of  America  and  these  youngsters  might 
not  have  the  same  opportunity  as  you?  We  have  now  in  the  last 
what,  3  months,  had  60  major  corporations  settle  out  of  our  country 
and  go  along  the  border,  moving — Mexicans  from  the  south  are 
coming  up  for  jobs,  standing  in  line,  and  when  they  cannot  get  jobs 
they  are  coming  across  the  border  because  they  are  so  close.  So,  it 
is  just  moving  like  that.  An  awful  lot  of  that  capital  is  going  there. 
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Do  you  see  that  this  will  work  its  way  out  or  do  you  see  that 
there  needs  to  be  some  considerations  for  venture  capital? 

Mr.  Stovall.  Here  is  the  tack  I  take  on  that — I  have  not  exam- 
ined— I  looked  at  the  NAFTA  issue  back  when  it — when  we  had  to 
take  a  position  on  it  in  our  local  Chamber.  I  have  not  examined  ei- 
ther that  or  the  GATT  issue  with  regard  to  capital  and  the 
disintermediation  of  capital  outside  of  our  borders.  But  the  way  I 
would  address  that  issue  is  this,  from  a  strict  entrepreneurial 
standpoint,  what  I  talk  to  these  young  men  about  is,  number  one, 
figuring  out  what  fuels  you  and  what  you  are  passionate  about, 
and  if  you  are  passionate  about  playing  pro  golf,  then  what  I  would 
suggest  to  you  is  play  golf  every  day,  get  your  school  work  done 
and  try  to  be  a  pro  golfer,  but  do  not  worry  about  working  at  some 
corporate  job  if  that  is  not  what  turns  you  on — or  go  work  at  a  golf 
course. 

The  point  I  share  is  this,  one  thing — we  have  three  departments 
in  our  business.  One  department  is  a  wholesale  department  where 
we  retail  cellular  telephones  and  other  electronically  related  items 
to  other  dealers  across  the  U.S.  About  10  percent  of  that  depart- 
ment does  export  to  Europe  and  also  to  the  Middle  East.  It  is  about 
a  $1.9  million  a  year  department. 

An  entrepreneurial  opportunity  that  we  have  uncovered  here  re- 
cently is  that  there  are  a  lot  of  wire  harness  type  applications  and 
computer  cable  assembly  type  items,  that  we  are  able  to  source 
through  our  local  channels  at  an  extremely  competitive  rate.  For 
example,  we  are  working  right  now  with  a  company  in  Taiwan  to 
source  some  product  for  some  domestic  suppliers.  Now  we  just  deal 
with  distributors,  they  deal  with  the  end  users,  so  it  is  total  whole- 
sale in  that  regard. 

So  my  take  on  that  with  regard  to  labor  rates  being  cheaper 
abroad,  in  essence  it  is  an  entrepreneurial  activity,  or  opportunity, 
rather.  I  have  no  qualms  with  our  wholesale  department  working 
hard  and  me  working  hard  within  that  department  when  I  do  work 
there,  to  see  that  as  an  external  positive  factor,  an  opportunity  to 
in  essence  take  advantage  of  it  for  as  long  as  it  is  worth.  As  long 
as  my  wholesale  department  customer  does  not  care  that  this  prod- 
uct comes  from  Taiwan,  as  long  as  they  have  full  disclosure,  to  me 
that  is  an  entrepreneurial  opportunity.  That  is  the  way  I  would  ad- 
dress it  if  the  issue  came  up  when  I  am  talking  to  these  young  men 
about  how  to  make  money  in  a  legitimate  way. 

Another  thing  you  have  got  to  understand  too,  the  kids  I  talk  to 
in  the  summer  are  kids  who  in  many  cases  are  juvenile  delinquents 
and  so  they  see  selling  drugs  or  doing  whatever,  sort  of  illegal  ac- 
tivities, as  a  legitimate  opportunity  to  make  money  in  this  country. 
They  currently  are  not  incarcerated,  they  are  in  the  youth  center 
there  in  the  Fort  Wayne  area,  but  when  they  get  out,  I  have  had 
several  of  them  already  tell  me,  this  is  what  I  am  going  to  do  to 
make  my  money.  Now  they  have  respect  for  me  because  of  how  I 
make  it,  but  I  am  trying  to  show  them  legal  ways  to  be  a  hustler 
and  make  money.  I  am  not  a  product  of  the  inner  city,  as  Mark 
knows,  I  am  a  product  of  suburban  America,  my  dad  is  a  physician. 
I  have  had  a  zillion  opportunities  afforded  me.  However,  when  it 
comes  to  hustling  on  commission  or  turning  a  profit  or  making  a 
buck,  I  can  hang  with  the  best  of  them. 
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Chairwoman  Smith.  So  you  tell  them  to  take  the  opportunity 
where  it  is  and  if  you  are  a  hustler,  hustle,  but  do  it  legally. 

Mr.  Stovall.  Do  it  legally,  and  this  issue  with  labor  rates  being 
so  low  abroad,  for  example,  like  Taiwan,  to  me  it  is  an  opportunity 
that  we  are  currently  exploiting. 

Chairwoman  Smith.  You  believe  that  that  just  increases  all  the 
opportunity. 

Mr.  Stovall.  It  is  something  else  to  take  advantage  of.  There 
will  always  be  something  out  there. 

Chairwoman  Smith,  As  long  as  when  you  go  to  the  bank,  there 
is  money. 

Mr.  Stovall.  Yes. 

Chairwoman  Smith.  Some  day  you  could  go  to  the  bank  and 
there  will  not  be.  That  is  my  concern,  but  maybe  that  is  for  another 
topic,  another  time. 

Thank  you. 

Mr.  SouDER.  The  Tax  Foundation  states  that  for  each  $100  of  in- 
come tax  paid,  it  costs  $382  in  compliance  costs.  Do  you  have  any 
defense? 

Mr.  SouERS.  That  does  not  apply  to  me,  it  is  somebody  else's 
pocket  a  little  higher  up  in  the  firm  apparently.  I  guess  as  we  look 
at  all  the  tax  reform,  I  have  got  a  vested  interest  in  our  tax  system 
as  it  is  today,  but  I  really  welcome  some  change,  because  every  day 
I  get  to  see  the  loopholes  and  the  injustices  and  the  complexities. 

Chairwoman  Smith.  You  are  a  hustler,  you  will  find  another  way 
to,  right? 

Mr.  SouERS.  That  is  right.  I  have  complete  confidence  that  what- 
ever tax  code  may  be  put  in  place,  I  can  make  money  at  it. 

Mr.  SouDER.  Can  I  ask  you  a  couple  of  things  related — I  will  use 
mine  as  an  illustration.  How  do  you  see,  it  looks  simple,  as  a  tax 
adviser  to  somebody  who  saw  a  form  this  simple  on  the  business 
side,  how  would  you  figure  out  to  try  to  beat  it?  In  other  words, 
you  saw  purchase  of  goods,  services  and  materials,  wages,  salaries 
and  retirement  benefits,  purchases  of  capital  equipment,  structures 
and  land  minus  the  gross  revenue  to  get  the  taxable  income,  and 
then  it  was  20  percent. 

Mr.  SouERS.  This  is  the  business  return? 

Mr.  SouDER.  Yeah.  What  would  you — where  are  some  of  the 
major  debate  points  going  to  be  here  and  where  do  you  see  this  de- 
bate going  in  what  is  an  allowable  purchase  of  gooas,  services,  ma- 
terial, what  wages,  salaries,  retirement  benefits  are  deductible, 
capital  equipment.  I  mean,  it  looks  real  simple. 

Mr.  SoUERS.  Yeah.  That  is  the  great  part.  It  looks  so  simple,  but 
as  I  say,  I  have  got  complete  confidence.  I  guess  the  first  place  that 
I  would  look  at  is  what  affects  me  personally  is  wages.  What  are 
wages,  is  it  the  gross  amount  on  your  paycheck,  the  net  amount  on 
your  paycheck  after  the  FICA  and  payroll  taxes?  What  about  my 
health  care  benefits,  are  those  part  of  my  wages  or  are  those  non- 
taxable fringe  benefits?  Who  pays  the  tax  on  those,  who  gets  the 
deduction.  How  do  pensions  work  into  my  wages,  are  they  deduct- 
ible for  the  employer  when  they're  paid  but  taxable  to  me  later  on 
when  I  retire  and  they  come  out?  So  much  of  the  tax  law  focuses 
on  timing,  much  like  the  depreciation  deductions.  That  is  where  I 
see  a  lot  of  the  issues  coming  up  to.  When  is  the  timing  of  the  tax 
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going  to  occur,  am  I  going  to  be  a  cash-basis  business  or  am  I  going 
to  count  my  accounts  receivables,  and  how  much  of  those  accounts 
receivables  I  count,  the  total  amoimt  that  I  billed  customers  or 
what  I  think  I  can  actually  collect.  I  mean,  there  are  just  so  many 
issues  in  there  that  exist  for  planning  opportunities. 

Mr,  SouDER.  Realizing  this  is  going  to  be  an  extended  year  de- 
bate, but  just  kind  of  getting  a  flavor  of  it,  let  us  just  look  at  the 
wages  and  salaries  for  a  second.  If  you  were  advising  a  business, 
would  not  your  tendency  be  to  say  because  I  would  assume  that 
health  benefits  would  not  be  considered  wage  and  salary,  so  what 
a  corporation  might  try  to  do  is,  instead  of  giving  the  health  bene- 
fit, give  the  income,  get  a  group  rate  plan  that  is  through  the  cor- 
poration but  now  have  it  charged  to  the  individual.  But  there  could 
be  several  ways,  it  would  depend  on  union  contracts  and  other 
things  too. 

Mr.  SouERS.  Right. 

Mr.  SouDER.  But  would  not  that  be  the  tendency  most  likely,  to 
take  a  lot  of  fringes,  put  them  into  the — right  now,  a  business  in 
actuality  factors  those  into  the  wages,  they  just  do  not  show  up. 
For  example,  the  FICA  tax  match,  if  the  FICA  tax  match  was  not 
there,  the  employee  would  get  more  money,  but  the  employee  usu- 
ally does  not  know  that. 

Would  this  maybe  be  a  more  logical  cost  accounting? 

Mr.  SouERS.  Your  proposal  is  to  say  what  is  to  be  done  with  the 
fringes? 

Mr.  SouDER.  I  would  assume — none  of  this  is  that  rigid,  but  I 
would  assume  that  it  means  straight  wages,  salaries  and  cash  re- 
tirement benefits,  everything  else  would  now  not  be  deductible. 

Mr.  SouERS.  So  fringe  benefits  I  provide  my  employees  would  not 
be  deductible? 

Mr.  SouDER.  So  what  would  you  advise  businesses  to  do  then? 

Mr.  SouERS.  Give  them  cash.  You  think  about  looking  at  the  his- 
tory of  why  are  medical  benefits  not  taxable,  and  you  go  back  and 
it  comes  back  to  way  before  I  was  born,  we  had  the  wage  controls 
during  World  War  II,  and  we  wanted  to  pay  money  to  these  people, 
but  we  kept  running  into  these  wage  caps.  The  only  way  we  could 
attract  people  and  make  my  company  more  attractive  than  his  is 
I  will  give  you  as  much  money  as  I  can  cash,  and  then  I  am  going 
to  stack  all  these  fringe  benefits  on  top,  here  is  your  medical  insur- 
ance, here  is  your  health  care  benefits,  here  are  all  these  fringe 
benefits,  the  tax  code  allowed  those  to  come  in  as  tax-free  fringe 
benefits,  but  we  kept  the  wages  nice  and  low  so  we  stayed  under 
the  laws  that  were  in  place.  I  guess  we  would  just  see  the  flip  in- 
stead— fine,  no  more  fringe  benefits,  here  is  cash,  you  go  out  in  the 
market  and  buy  them  yourself. 

Mr.  SouDER.  In  pursuing  this  a  little  bit,  would  you  say  that 
fringe  benefits  on  a  larger  company,  not  a  small  business  at  this 
point,  are  10  percent,  15  percent  or  higher,  of  the  wage? 

Mr.  SouERS.  By  the  time  you  count-— do  we  have  an  expert? 

Chairwoman  Smith.  It  is  higher. 

Voice.  33  percent. 

Mr.  Souder.  That  counts  the  match  too  on  FICA  and  so  on? 

Chairwoman  Smith.  Yeah,  that  is  your  tax  match. 
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Mr.  SouERS.  That  sounds  a  little  high  for  the  small  businesses 
I  deal  with,  but  I  think  it  is  well  over  20  percent. 

Chairwoman  Smith.  He  is  putting  in  Medicare  and  Social  Secu- 
rity. 

Mr.  SouDER.  So  to  be  fair  and  honest,  if  you  have  this  business 
tax  card,  then  the  individual  who  is  calculating  their  taxable  in- 
come at  $37,000  may  indeed  be  making  say  $50,000. 

Mr.  SouERS.  That  may  be  because  they  would  be  getting  more 
cash. 

Mr.  SouDER.  Because  this  card  could  push  this  card. 

Mr.  SouERS.  Sure. 

Mr.  SouDER.  A  second  question  with  that — it  would  be  more  ac- 
curate however — I  mean,  there  are  benefits  to  accuracy  and  real  ac- 
countability rather  than  getting  around — it  may  change  people's 
calculation  as  to  whether  it  benefits  them  or  not  if  all  of  a  sudden 
they  have  cash  income  over  here  that  they  thought — that  busi- 
nesses were  in  fact  hiding.  At  the  same  time,  small  businesses  are 
at  somewhat  of  a  competitive  disadvantage  to  larger  companies  be- 
cause often  they  do  not  have  the  fringes  to  offer. 

Mr.  SouERS.  No,  they  cannot  economically  buy  some  of  the  fringe 
benefit  packages,  particularly  the  health  insurance,  if  they  have 
got  a  particular  person  that  is  a  bad  risk. 

Mr.  SouDER.  So  you  would  not  have  the  fringe  benefit  difference, 
but  your  wage  differential  or  salary  difference  could  look  larger  if 
you  were  deciding  whether  you  were  going  to  work  at  say  Al's  Dusi- 
ness  or  a  larger  company,  his  wage  rate  differential  might  look 
suddenly  larger  but  you  would  not  have  the  fringe  benefit  differen- 
tial. 

Mr.  SouERS.  That  is  where  I  see  I  have  got  plenty  of  opportuni- 
ties to  continue  my  work.  Which  company  do  you  choose  to  work 
at,  here  is  what  the  differences  in  the  costs  are. 

I  guess  a  comment  on  the  payroll  taxes  and  the  FICA,  as  we  look 
at  those,  I  mean  they  are  such  a  burden  on  wage  earners  and  we 
have  got  the  Kemp  Commission  report  and  we  have  got  the  Hall 
and  Rabushka,  all  our  great  proposals,  if  we  are  going  to  gut  our 
tax  system  as  it  is  today,  do  away  with  the  income  taxes  and  re- 
place them  with  a  flat  tax  or  whatever,  and  try  to  peg  that  rate, 
be  it  17  percent  or  20  percent  or  whatever,  let  us  really  make  an 
incentive  to  work.  Why  not  do  away  with  the  payroll  taxes  and 
make  the  income  tax  rate  22  percent  or  whatever  it  takes  to  bring 
in  the  appropriate  amount  of  revenue  for  the  Government,  yet  not 
be  an  unfair  incentive  against  wages  and  working. 

Mr.  SouDER.  Let  me  ask  you  this,  I  support  the  McFlat  as  mov- 
ing the  tax  debate,  I  have  some  uncertainties  as  a  business  person 
just  because  I  am  nervous.  I  immediately  saw,  as  a  former  fur- 
niture retailer,  purchase  of  goods,  services  and  materials  being  de- 
ductible could  be  dramatically  m.?nipulated.  For  example,  co-op  ad- 
vertising by  the  manufacturers,  you  could  deduct — if  you  cannot 
advertise,  an  advertising  deduction  is  not  there,  depending  on  how 
that  is  qualified,  but  presumably  advertising  might  not  be  in  a  re- 
tail business  deductible  all  of  a  sudden,  but  if  the  corporation  gave 
you  co-op  advertising  and  built  it  into  the  cost  of  the  goods,  all  of 
a  sudden,  advertising  is  indeed  deductible  again,  but  you  change 
the  nature  of  the  advertising. 
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If  sales  training  is  not  deductible  because  it  is  not  a  purchase  of 
goods,  services  and  materials,  that  is  a  marginal  question  in  serv- 
ices, but  if  it  was  not,  but  if  the  manufacturer  supplies  the  sales 
training,  then  it  is  part  of  the  cost  of  goods  sold.  Can  you  tell  me 
some  other  accounting  manipulation  things  you  might  come  up 
with  in  order  to- 

Mr.  SouERS.  I  guess,  instead  of  learning  how  to  manipulate  the 
code,  which  is  very  easy  to  do,  I  would  like  to  comment  on  what 
you  can  do  to  make  it  work.  That  is  put  all  expenses  of  the  busi- 
ness on  the  same  footing.  If  it  is  an  ordinary  and  necessary  expense 
of  the  business,  then  it  ought  to  be  deductible.  Why  should  adver- 
tising not  be  deductible  when  it  is  part  of  generating  those  sales 
and  profits.  If  I  work  in  a  particular  business  much  like  accounting 
firms  20  years  ago  when  advertising  was  not  permitted  because  of 
our  code  of  professional  ethics,  big  deal,  take  away  advertising  de- 
ductions, how  does  that  make  me  compare  with  H&R  Block,  which 
was  not  subject  to  those  same  limitations,  but  they  had  to  incur  a 
lot  of  advertising  expense. 

Mr.  SouDER.  I,  as  somebody  with  a  marketing  and  advertising 
backgroimd,  do  not  have  a  problem  with  it  and  I  am — a  lot  of  this 
is  in  specifics  of  how  to  do  it,  but  I  can  tell  you  the  reason  why 
you  cannot  have  everything  be  deductible  is  because  you  cannot  get 
at  a  20  percent  rate.  In  fact,  you  cannot  have  immediate — in  other 
words,  when  you  move  something  to  immediate  expensing  and  get 
rid  of  capital  gains,  get  rid  of  dividend  and  double  taxation,  some- 
thing else  has  to  happen  in  the  system.  We  either  go  to  a  higher 
rate  and  move  it  like  you  were  suggesting,  up  to  25  would  be  a 
more  realistic  rate,  and  change  the  tax  system,  or  we  can  eliminate 
some  of  the  deductions  but  also  eliminate  also  some  of  the  taxes 
because  there  is  no  way  to  do  this  because  in  effect  what  Ms.  Smith 
asked  Craig  earlier  was,  is  the  fundamental  thing,  and  that  is  the 
only  way  you  can  make  a  flat  tax  or  any  variation  of  that  work  on 
this  side  is  that  this  side  has  to  pay  more  money,  the  business  side. 

Mr.  SouERS.  Right. 

Mr.  SouDER.  If  the  business  side  is  going  to  pay  more  money, 
they  are  getting  it  in  simplicity  and  more  logical  business  decision- 
making, no  double  taxation  of  different  things,  media  expensing, 
encouraging  capital.  But  you  still  have  to  then  figure  out  what  rate 
you  are  looking  for  versus  what  are  deductible.  So,  everything  you 
do  like  that  bumps  the  percentage  of  the  rate. 

Mr.  SouERS.  Well,  keep  in  mind  as  we  look  at  the  deductions, 
and  you  referred  to  the  three-martini  lunch,  so  I  go  out  and  I  plop 
down  50  bucks  for  my  three-martini  lunch.  If  I  Lake  a  full  deduc- 
tion for  that  $50,  we  have  got  a  dollar  that  gets  taxed  to  the  olive 
guy,  we  have  got  a  dollar  that  gets  taxed  on  the  distributor  of  the 
alcohol,  we  have  got  a  dollar  that  gets  taxed  on  the  waiter,  a  dollar 
that  gets  taxed  on  the  restaurant.  So,  for  every  deduction  that  we 
take  that  is  a  legitimate  business  expense,  it  gets  put  on  somebody 
else's  income  item.  So,  that  balance  does  exist,  it  is  not  like  we  are 
taking  deductions  and  never  taxing  anybody  on  the  corresponding 
income.  So,  as  long  as  you  maintain  that  matching  principle  where 
any  deduction  is  also  taxable  to  the  recipient,  then  I  do  not  see  a 
problem  with  allowing  all  the  ordinary  and  necessary  business  ex- 
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penses.  As  soon  as  we  start  tinkering  with  the  system,  then  that 
is  when  we  need  to  start  saying  no,  you  cannot  deduct  that. 

For  instance,  looking  at  the  three-martini  lunch,  to  the  extent 
that  I  get  a  personal  benefit  out  of  it,  I  do  not  have  to  go  into  my 
own  pocket  and  buy  my  lunch  as  opposed  to  my  employer  buying 
it  for  me — well,  then  there  is  a  deduction  without  the  correspond- 
ing income.  I  do  not  have  the  income  of  the  tax-free  lunch  I  got. 
So,  as  long  as  you  match  the  deductions  to  the  income,  it  is  great, 
but  as  soon  as  you  start  putting  in  little  nuances  and  preferences, 
that  is  when  it  starts  falling  apart,  and  as  you  say,  the  rates  no 
longer  hover  in  those  teens  or  low  twenties,  they  just  shoot  up. 

Chairwoman  Smith.  I  am  going  to  take  off  on  that,  because  I 
think  something  that  could  happen  if  you  start  not  taking  certain — 
I  think  cash  flow,  cash  basis,  we  are  no  longer  going  to  be  accrual, 
you  are  going  to  deduct  it  the  same  year — just  think  in  and  out. 
If  you  take  a  deduction  and  you  make  a  higher  value  for  one  deduc- 
tion than  another,  you  are  making  subjective  judgments  that  could 
end  up  being  the  same  as  the  ones  we  have  now.  The  problem  will 
complicate  the  system.  So,  if  you  leave  out  advertising  or  you  leave 
out  one  thing  or  another,  why  is  it  less  valuable  a  deduction  as 
something  else. 

So  the  Rabushka  model,  and  that  is  what  I  started  with,  it  was 
the  first  one  that  I  read,  basically  says  you  spend  it,  you  deduct 
it,  simple  as  that.  That  way,  you  do  not  have  the  manipulation. 
You  spend  it,  you  deduct  it  in  that  timeframe,  so  you  have  no  rea- 
son to  move  from  one  year  to  another  and  there  is  no  rate  adjust- 
ment, so  there  is  no  reason  to  hold  decisions  until  the  next  year 
to  get  it  in  a  different  rate  either.  So,  that  consistency  will  capture 
more  of  the  revenue  base  also,  so  you  broaden  what  you  tax  even 
if  it  is  at  a  lower  rate.  That  is  the  theory  behind  it. 

Also,  the  $50  lunch,  who  cares  when  it  comes  in  at  17  percent 
instead  of  39,  34,  or  36,  which  is  your  current  tax  deduction.  It  be- 
comes less  relevant  because  that  is  off  of  your  top  tax  rate,  and 
that  is  the  people  we  are  dealing  with,  with  these  larger  lunches 
and  things.  So,  you  start  nit  picking  at  the  system,  and  the  idea 
is  it  runs  more  effective  and  efficiently  and  you  have  a  more  effi- 
cient system,  you  get  more  out  of  an  efficient  system.  Now  that  is 
kind  of  the  idea  behind  that. 

But  with  all  of  that  said,  even  with  an  ideal  that  is  generating 
and  we  can  accept  the  rate,  you  made  a  comment  that  you  would 
even  collapse  the  payroll  system  into  the  other  and  be  willing  to 
have  a  higher  rate  so  you  do  not  have  to  deal  with  payroll  taxes. 
I  basically  agree  with  that,  because  just  the  whole  system  of  mul- 
tiple taxes  and  the  ability  to  raise  one  over  here  and  one  over  here 
and  then  slowly  raise  them  all,  leads  me  to  like  a  single  rate  for 
everything.  The  problem  I  see  though  is  one  on  the  spending  side. 
Think  of  what  is  happening  with  Medicare  right  now,  think  of  what 
is  happening  with  the  entitlement  discussions  of  Medicare,  Medic- 
aid— excuse  me.  Medicare,  Social  Security,  all  of  these  things  that 
are  being  deducted.  How  do  we  deal  with  that  mindset  that  all  so- 
cial objectives  should  be  obtained  through  a  tax  system?  Is  there 
a  way  that  we  can  phase — and  this  is  the  crystal  ball,  or  Solomon, 
the  two  babies — this  is  a  tough  one.  How  do  we  move  folks  from 
a  mindset,  can  you  think  of  a  way  as  we  go  in — if  Mark  and  I  were 
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to  agree,  we  were  to  go  to  Congress  and  we  were  going  to  say  22 
percent  rate  or  25,  it  will  be  more  like  30,  we  are  going  to  take  all 
the  payroll  but  we  are  going  to  start  moving  away  from  the  Gov- 
ernment doing  everything  and  we  are  going  to  put  individual  re- 
tirement accounts,  so  you  do  give  them  cash  instead  of  retirement 
money,  we  are  going  to  do  medical  IRA's  so  that  you  give  them  a 
certain  amount  of  money  into  their  salary  but  they  buy  their  own, 
you  still  offer  a  group.  What  do  you  say  we  do  if  we  had  that  magi- 
cal solution,  and  I  think  philosophically  we  are  probably  both  less 
Government,  more  individual  responsibility — ^how  would  we  get 
there  tomorrow?  What  would  you  do  if  you  could  get  us  there? 

Mr.  SouERS.  Tomorrow?  I  guess  I  would  look  at  what  would  you 
do  if  you  were  starting  up  a  small  business  and  need  money.  You 
are  going  to  be  a  traveling  salesperson,  you  need  a  car.  So,  you 
have  got  to  go  out  and  buy  this  car.  Where  are  you  going  to  get 
your  revenue?  Your  expenditures,  you  have  to  take  care  of  the  el- 
derly, the  ill,  the  people  who  need  the  Medicare  benefits  and  the 
retirement  money.  So,  your  expenditures,  now  you  start  looking  at 
your  revenue.  Well,  you  are  starting  up  your  small  business,  you 
do  not  care  where  that  money  comes  from,  you  are  going  to  look 
at  all  your  sources.  You  are  going  to  go  to  the  bank  to  see  if  you 
can  get  a  loan,  you  will  go  to  mom  and  dad,  they  might  give  you 
a  loan,  you  will  look  to  investors  to  put  some  capital  in  with  the 
promise  that  you  are  going  to  make  lots  of  money  for  them.  You 
will  look  at  the  revenue  you  are  going  to  generate  from  your  sales. 
So,  when  you  look  at  the  revenue  sources,  you  really  need  to  dis- 
associate them  with  the  expenditures  and  start  deciding,  OK,  what 
are  my  revenue  sources.  They  are  taxes.  Then  you  need  to  decide 
well,  is  the  only  purpose  of  taxes  to  raise  revenue?  Or  do  I  want 
to  give  incentives  to  particular  parts  of  the  economy,  or  disincen- 
tives with  the  payroll  tax. 

Chairwoman  Smith.  How  do  you  sell  to  the  general  public  that 
is  used  to  being  taken  care  of,  taking  care  of  themselves.  That  is 
too  much  to  ask  in  one  question — it  is  too  much  to  answer. 

Mr.  SouERS.  Yes.  I  guess  you  have  got  to  make  the  decision  of 
whether  you  are  going  to  cut  benefits  and  expenditures  irrespective 
of  where  you  are  going  to  generate  the  dollars  from.  Once  you  have 
decided  how  much  you  are  going  to  expend,  then  you  can  start  de- 
ciding how  much  am  I  going  to  bring  in  and  where  am  I  going  to 
bring  it  in  from.  Do  I  want  it  to  be  purely  an  income  tax?  Perhaps 
we  want  a  multitude  of  taxes — an  income  tax,  a  property  tax,  a 
payroll  tax,  an  estate  tax.  I  mean,  there  are  all  kinds  of  options  for 
bringing  that  revenue  in,  why  are  we  choosing  any  particular  one 
over  the  other.  Why  do  we  want  to  choose  a  payroll  tax — because 
it  is  there,  because  we  have  always  had  it,  right? 

Chairwoman  Smith.  People  are  used  to  it. 

Mr.  SouERS.  They  are  used  to  it. 

Mr.  SouDER.  One  of  the  fundamental  things  that  we  have  to  deal 
with,  and  I  think  the  assumption  of  Dick  Anney  trying  to  get  down 
to  17  after  the  phase-in  of  20,  and  the  assumption  of  Forbes  at  a 
lower  rate,  and  why  I  think  20  is — there  is  also  one  other,  in  addi- 
tion to  the  spending  question,  one  other  slightly  different  spin,  and 
that  is — and  I  would  ask  it  this  way,  because  it  is  true  in  my  busi- 
ness and  I  would  bet  Al  and  Craig  have  this  too,  is  that  a  lot  of 
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decisions  you  make  are  really  marginal.  You  are  debating  should 
I  advertise  here  or  should  I  not  advertise  here.  Should  I  go  to  this 
conference  or  should  I  not  go  to  this  conference.  Should  I  paint  this 
or  should  I  not  paint  this.  Should  I  buy  this  quality  of  cabinet  to 
display  my  things  in  or  do  I  need  to  get  new  trucks.  If  you  think 
the  Government  is  paying  20  percent  of  that,  you  are  going  to  cal- 
culate different  than  if  you  think  the  Government  is  paying  25  per- 
cent of  that  or  30  percent  of  that  because  the  decisions  are  mar- 
ginal down  to  a  percentage  or  two,  and  if  that  marginal  tax  rate 
gets  up  to  25  or  26,  even  if  it  is  more  logical,  your  personal  emo- 
tional decision  is  going  to  be,  well,  if  the  Government  is  going  to 
pay  28  percent  of  it,  I  might  as  well  do  it,  if  it  is  a  marginal  deci- 
sion, but  if  it  is  20 — now  you  are  saying  a  slightly  different  thing, 
which  is  a  more  honest  accounting,  but  you  still — how  would  you 
mentally  not  think  that  way? 

Mr.  SOUERS.  Clients  ask  me,  how  can  I  reduce  my  taxes  and  I 
will  say  I  can  double  your  bill  and  that  will  reduce  your  taxes.  I 
am  more  than  happy  to,  but  nobody  has  ever  taken  me  up  on  the 
offer.  I  think  it  goes  that  same  way  with  those  expenditures.  Yes, 
the  tax  costs  or  savings  associated  with  an  expenditure  certainly 
are  a  factor  and  those  costs  need  to  be  predictable,  but  it  reallv 
does  not  make  a  lot  of  difference  what  that  percentage  is,  you  still 
have  a  dollar  outlay,  you  still  have  to  dig  into  your  pocket  to  put 
money  into  this  and  hope  to  get  a  return. 

Mr.  SouDER.  It  affects  marginal  decisions,  is  all  it  would  affect. 
If  it  is  causing  you  to  make  decisions  that  are  not  wise  business 
decisions,  you  are  going  to  go  broke  anyway. 

Mr.  SouERS.  Yeah,  and  I  guess  that  comes  down  to  a  lot  of  the 
questions  of  tax -motivated  transactions.  It  was  interesting  listening 
to  the  realtor  talk  this  morning.  She  talked  about  the  mortgage  de- 
duction and  how  homes  are  people's  greatest  savings  and  so  we 
come  along  and  we  want  to  do  away  with  consumer  debt  and  in 
1986  we  get  rid  of  all  those  debt  deductions  to  encourage  our  soci- 
ety to  save  more  and  so  forth.  People's  biggest  asset,  for  the  most 
part,  is  their  home,  yet  a  couple  of  years  later,  what  do  you  see  on 
TV— banks  are  offering  to  take  away  your  savings  so  you  can  go 
on  vacation  by  giving  you  a  home  equity  loan.  That  is  where  these 
tax-motivated  costs  really  come  into  play,  when  we  try  to  put 
things  in  there  that  do  not  belong.  If  it  is  just  a  straight  rate  that 
is  predictable,  that  is  fine,  but  as  soon  as  we  start  tinkering  with 
it  all  of  a  sudden  people's  greatest  asset  that  they  have  saved  all 
their  lives  for  by  paying  those  mortgage  payments  every  month  is 
gone  because  they  get  that  home  equity  loan  to  go  out  and  play 
with. 

Chairwoman  Smith.  The  more  you  listen  to  this,  the  more  you 
realize  that  it  does  take  a  lot  of  talking,  but  it  is  going  to  take  a 
mindset  of  America — we  are  going  to  have  to  resolve  a  weaning  of 
ourselves  from  the  old  mindset.  We  grew  up  thinking,  as  I  remem- 
ber people  would  come  in  and  they  would  say  I  have  got  a  lot  of 
deductions  this  year,  is  it  not  great?  And  I  would  go,  not  really 
medical  bills  and  interest  and  taxes,  all  the  bad  things  in  life.  I 
think  that  what  we  are  talking  about  here  is  going  to  take  a 
mindset — even  for  me  that  maybe  is  a  little  closer  to  it  than  some- 
body else. 
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Mr.  SouDER.  Well,  our  generation  also  was  really  burned  in  the 
late  seventies  on  inflation,  which  unlike  our  parents  who  went 
through  the  depression  and  every  dollar — I  remember  my  grandpa 
was  able  to  buy  a  lot  of  the  businesses  that  came  together  at  cheap 
prices  because  he  had  saved  a  little  bit  of  money.  But  in  the  late 
seventies  if  you  did  not  run  up  your  debt,  you  were  not  too  wise 
because  inflation  was  just  obliterating  the  debt. 

A  lot  of  farmers,  however,  I  remember  in  northeast  Indiana,  a  lot 
of  the  older  farmers  were  just  almost  gleeful  when  the  economy 
went  soft  again  because  they  saw  the  younger  farmers  gambling  on 
having  the  inflation  rate  stay  as  it  is  and  they  go  well,  we  told  you 
so.  There  was  a  lot  of  almost  perverse  satisfaction  in  that,  but  that 
has  permanently  affected  a  lot  of  the  attitudes  many  of  us  have, 
because  savings  are  a  direct  relationship  to  whether  there  is  infla- 
tion and  we  have  disguised  that  in  this  country,  as  was  pointed  out 
in  Alan  Reynolds'  testimony  because  of  foreign  investment,  we  have 
not  had  some  of  the  inflation  and  interest  problems  that  you  would 
expect  to  have  with  our  deficit  spending  out  of  the  Federal  Govern- 
ment. 

If  we  can  move  to  Don  Villwock  for  a  couple  of  questions  here — 
first,  I  cannot  state  more  strongly  how  I  agree  with  your  inherit- 
ance tax,  because  I  watched  that  in  our  own  family  business  with 
my  dad  and  his  brothers  and  my  grandma  and  grandpa,  in  trying 
to  make  decisions  because  when  you  are  passing  a  farm  or  a  small 
business  on  to  the  next  generation,  you  are  passing  a  job,  and  real- 
ly the  taxes  ought  to  come  when  you  sell  it  or  liquidate  it,  not  if 
you  are  continuing  to  work  it.  Because  what  happens  is,  the  farm- 
ers in  our  region,  as  they  sell  off  a  few  acres  here  and  a  few  acres 
here,  through  the  generations  it  becomes  less  profitable,  and  simi- 
larly in  retail  businesses  who  often  will  take  a  loan  to  pay  the  es- 
tate taxes,  as  we  had  to,  which  was  a  nonsensical  position,  because 
then  you  further  saddle  the  business. 

I  was  interested,  however,  because  in  addition  to  the  points  you 
raised  here — growing  up  in  a  town  surrounded  by  agriculture  inter- 
ests, but  not  being  in  it  myself,  one  of  the  phenomenas  you  see  is 
tractors  no  longer  costing  $3,000,  combines  probably  cost  more 
than  $5,000,  that  the  capital  investment  in  agriculture,  to  self-sus- 
tain, is  probably  greater  than  the  capital  in  many  businesses  and 
retail  businesses. 

Mr.  Villwock.  Well,  for  instance,  my  last  combine  lists  for 
$216,000;  however,  most  farms  that  I  drive  it  across  did  not  cost 
that  much.  So,  there  you  have  got  a  working  asset,  5  year  deprecia- 
tion, 7  or  whatever,  costs  more  than  what  the  farm  you  drive  it 
across. 

Mr.  SouDER.  In  trying  to  figure  out  some  of  these — I  know  you 
are  not  a  tax  expert,  but  just  kind  of  thinking  from  this  back- 
ground, if  all  of  a  sudden  you  had — the  other  thing  that  fascinates 
me  with  farmers  is  it  seems  like  3  or  4  years  out  of  every  5  they 
say  they  did  not  make  any  money,  and  yet  they  always  seem  to  be 
doing  reasonably  well  and  that  is  because  they  had  a  good  year  or 
the  support  price  or  some  combination — I  am  not  saying  there  are 
not  a  lot  of  farmers  who  are  not,  particularly  small  farmers,  but 
you  wonder  how  I  lost  money  last  year,  and  yet  they  are  there.  So, 
it  might  not  be  as  valuable  as  other  industries,  because  you  already 
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have  huge  variations  based  on  yield  and  good  years  and  bad  years, 
but  how  would  this  immediate  expensing  and  being  able  to  write 
off  things  like  that  affecting  our  business? 

Mr.  ViLLWOCK.  That  is  a  good  point  and  I  do  not  know  if  I  would 
know  because  I  am  not  an  expert  at  that.  I  think  your  point — one 
of  the  biggest  disservices  to  agriculture  is  when  we  lost  income 
averaging,  because  of  the  unique  nature  of  agriculture  in  itself.  I 
mean,  I  have  talked  to  numerous  groups  through  the  years  and 
talked  about  the  success  or  lack  of  it  in  our  operation  as  we  just 
did,  basically  if  you  look  at  our  income,  we  have  had  2  loss  years 
in  a  row  here  due  to  flood  or  drought — flood  this  year,  drought  last 
year.  We  were  a  pocket  all  among  ourselves  in  a  5  mile  radius 
there,  and  you  go  10  miles  or  you  talk  to  other  people,  they  have 
had  a  tremendous  year  this  year,  it  has  been  a  pretty  good  year 
for  them,  they  had  at  least  average  yields  and  a  pretty  good  market 
this  year.  So,  it  depends  on  the  individuals  but  the  dynamics  of  ag- 
riculture being  biology  and  being  weather  related  and  everything — 
income  averaging,  when  we  lost  that,  was  a  tremendous  loss.  I  pay 
tremendous  taxes  in  one  year  and  the  next  year  I  do  not  pay  any. 
In  the  long  run,  I  do  not  think  that  is  fair  to  me  as  a  producer  and 
I  do  not  think  it  is  fair  to  the  Government.  I  think  a  steady  even 
stream  would  be  better  for  both  of  us.  So,  in  those  instances,  direct 
expensing  some  of  those  things  I  do  not  know  would  be  a  help.  I 
mean,  we  are  going  to  be  carrying  it  forward  into  perpetuity.  There 
are  years  I  cannot  use  my  depreciation  now,  my  CPA  goes  nuts 
now.  You  have  got  depreciation  there,  but  you  have  not  got  enough 
income  to  use  it  all,  so  we  lose  that  ability.  So,  I  am  concerned 
about  that  and  I  do  not  know  the  answer. 

Mr.  SOUDER.  But  it  is  not  as  simple  as  it  is  in  other  areas  be- 
cause you  already  have  years  where  you  cannot  use  your  deprecia- 
tion the  way  it  is. 

Mr.  ViLLWOCK.  Exactly.  There  is  just  too  much  variability  in 
that.  So,  I  am  a  big  proponent  and  have  been  under  the  old  system, 
and  I  do  not  know,  if  income  averaging  is  considered  under  the  flat 
tax  or  a  variation  of  that,  or  any  of  the  others  that  we  are  looking 
at  has  any  opportunity  but  I  know  for  production  agriculture,  it  is 
one  that  is  a  reality  that  is  out  there.  As  we  take  the  farm  program 
away,  payments  with  freedom  to  farm,  we  rely  more  on  the  market- 
place, we  are  going  to  have  more  variability,  more  risk  that  is  out 
there.  How  do  I  as  a  producer  assign  that  risk  to  someone  else? 
Well  we  have  crop  insurance,  revenue  insurance,  some  of  these  new 
proposals  that  we  take  a  look  at  may  be  ways  to  do  that,  but  still 
when  you  take  away  those  support  payments  as  they  ratchet  down, 
it  could  be  a  calamity  for  us  if  we  do  not  have  that  ability  to  aver- 
age those  bad  or  good  years. 

Chairwoman  Smith.  Don,  in  a  way  though,  with  carry -for  ward, 
a  manager  will  average  it.  Before  they  made  you  wait,  you  did  not 
have  any  choice,  and  averaging  helped  you,  average  was  5  years. 
This  way,  when  you  get  to  spread  it  forward,  at  least  you  are  not 
waiting.  You  might  get  all  your  benefit,  at  first  you  cannot  use  it 
all  and  you  are  going  forward.  It  is  at  least  a  better  step  forward. 

Mr.  ViLLWOCK.  I  hope  so. 

Chairwoman  Smith.  I  would  think  that  farmers,  knowing  the  up 
and  down  of  that,  would  be  thinking  in  that  line  with  their  capital. 
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that  you  are  going  to  deduct  it  all,  that  is  going  to  reduce  in  a  high 
income  or  high  expense  year,  you  buy  the  equipment,  you  are  going 
to  have  a  better  outcome  that  year  on  your  taxes,  but  that  obvi- 
ously you  need  to  look  forward  with  that.  Now  that  does  not  mean 
everyone  will,  but  at  least  you  have  got  your  money  up  front  that 
way  instead  of  waiting  for  the  Government. 

Mr.  ViLLWOCK.  Gk)od  point. 

Mr.  SOUDER.  I  was  intrigued  that  you  felt  that  many  people  were 
holding  onto  their  land  because  they  wonder  whether  the  rates 
were  going  to  drop  on  capital  gains  or  be  eliminated — ^how  much  of 
that  do  you  think  is  because  of  the  tax  code  versus  potential  devel- 
opment or  more  lucrative  things  than  selling  it  to  other  farmers? 

Mr.  ViLLWOCK.  Well,  it  depends  where  you  are  located  in  Indi- 
ana. I  think  in  your  area,  potential  development  is  a  big  market 
factor  in  land  values.  You  get  into  my  area  of  southern  Indiana,  I 
mean,  the  use  is  agriculture  or  agriculture.  We  do  not  have  too 
many  opportunities  like  that 

Mr.  SoUDER.  Or  Toyota  plants. 

Mr.  ViLLWOCK.  Yes.  So,  there  is  a  lot.  The  mean  average  age  of 
farmers  nationally  is  54,  I  think  in  Indiana  it  is  somewhere  around 
58,  so  that  means  there  are  quite  a  few  over  65  then  that  would 
like  to  sell  out  and  they  are  just  hanging  onto  land  waiting,  or 
know  that  they  need  another  $200  or  $300  an  acre  to  offset  what 
that  capital  gains  tax  is.  So  if  they  want  to  sell  it,  they  can  now, 
but  it  has  raised  the  value  of  the  land  over  what  the  actual  earning 
value  is,  just  to  satisfy  that  capital  gains  requirement. 

Mr.  SouDER.  So  that  a  political  point  of  that  would  be  if  we  pass 
the  capital  gains  tax  this  year,  we  could  have  a  lot  of  young  farm- 
ers have  more  land,  we  could  get  a  lot  of  Government  revenue  be- 
cause a  lot  of  capital  gains  would  come  on  the  market  and  a  lot 
of  older  people  would  be  happy  because  they  got  their  income.  So, 
we  have  a  three-way  win  if  we  pass  the  capital  gains 

Chairwoman  Smith.  If  we  pass  the  inheritance  tax,  then  we  do 
not  steal  it  all  back 

Mr.  SouDER.  Right. 

Chairwoman  Smith.  — when  they  die.  Sounds  good. 

Mr.  ViLLWOCK.  The  other  point  I  make  to  agriculture  is,  its 
uniqueness — along  with  small  businesses  that  do  not  have  as  great 
opportunity  to  pass  costs  along  as  large  corporations  do — ^but  I 
think  that  is  a  point  to  consider  as  we  design  new  taxes.  We  have 
the  present  system  to  look  at.  To  some  corporations,  it  is  a  non- 
issue,  as  long  as  the  sector  as  a  whole  faces  the  same  costs,  they 
just  add  to  the  price  of  the  widget  they  sell  by  whatever  to  offset 
that  cost.  We  look  at  that  now  as  we  look  at  environmental  things 
that  we  need  to  do  for  our  farm  to  come  into  compliance,  Public 
Service  of  Indiana  is  required  to  meet  clean  air  standards  and  they 
kind  of  bitch  and  moan  to  the  utility  rate  commission  but  they  just 
raise  the  rate  to  offset  those  extra  costs  and  pass  it  on  to  electricity 
users  and  the  stockholders  see  their  dividends  stay  the  same  or  in- 
crease. Whereas  in  our  operation,  if  I  dike  fertilizer  and  fuel  stor- 
age facilities,  it  will  cost  about  $60,000  in  our  operation,  I  cannot 
raise  the  price  of  corn  of  soybeans  or  wheat  or  popcorn  that  we 
raise  in  our  operation  to  the  next  buyer,  and  so  that  becomes  a  di- 
rect cost.  So,  some  of  these  things  that  we  look  at,  they  are  a  moot 
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issue,  and  we  all  argue  and  talk  about  them.  If  you  are  a  corpora- 
tion, you  will  find  some  way  to  pass  that  cost  along,  but  for  some 
of  these  people,  it  is  not  as  easy  and  directly  in  agriculture,  as  a 
price  receiver,  we  definitely  cannot.  So,  that  is  one  of  the  concerns 
I  have  of  where  we  set  these  levels. 

I  think  the  other  thing  Chairwoman  Smith  alluded  to  is  how  do 
we  change  t?ie  mindset.  I  think  one  of  the  keys  to  that  is  that  I 
do  not  think  we  will  accept  any  mindset  or  change  in  the  system 
until  we  tackle  budget  reform.  I  think  the  taxpayers  of  this  country 
are  saying  to  me,  they  are  saying  to  other  people,  we  need  to  ad- 
dress what  we  have  out  here  now,  I  am  not  willing  to  pay  more 
or  change  the  system  or  whatever  we  do  unless  we  address  the 
problems  we  have  out  there  already.  So,  I  guess  maybe  we  are  at 
the  teachable  moment  because  we  are  trying  to  tackle — and  the 
freshman  class,  which  I  applaud  and  admire  greatly  your  stick-to- 
itiveness  to  do  that,  but  that  is  going  to  be  the  key.  Ii  that  domino 
does  not  fall,  all  of  the  rest  of  this  is  not,  I  believe,  truly  believe 
this. 

Chairwoman  Smith.  Well  thank  you,  you  actually  answered  my 
last  question  and  it  was  based  on  balancing  the  budget,  the  debate 
is  all  that  we  are  doing  right  is  so-called  for  the  rich — I  am  so  tired 
of  hearing  that — ^but  your  comment  on  the  capital  gains  keeping 
young  farmers  out.  We  are  finding  in  the  hearings  I  am  holding 
throughout  the  whole  economy,  often  the  young  trying  to  get  in, 
whether  it  be  into  a  family  owned  business  or  whatever,  if  there 
is  a  capital  problem,  it  hits  them  the  worse  because  they  do  not 
have  experience,  unless  they  have  a  family  member  or  an  experi- 
ence in  the  community.  If  they  are  an  outsider — now  I  was  not 
born  with  a  spoon,  much  less  a  silver  spoon,  and  so  for  someone 
like  me,  there  would  be  very  little  chance  for  me  to  get  capital  for 
me  to  get  in,  in  some  parts  of  the  Nation,  not  everywhere.  But 
when  you  take  a  look  at  that,  and  I  look  at  this  budget  debate,  of 
the  Government  sapping  so  much  out,  it  is  clear  to  me  that  what 
I  am  hearing  from  people,  first  of  all,  is  control  the  Federal  budget, 
no  matter  what  the  system  is,  it  is  going  to  have  to  be  too  high 
if  you  do  not  get  control  of  it. 

So  with  that,  I  do  not  have  any  other  questions,  final  comments 
from  any  panelist  would  be  very  welcome,  starting  with  Craig  and 
on  down,  if  you  are  interested.  We  thank  you  for  coming. 

Craig. 

Mr.  Hartman.  Well,  once  again,  I  would  like  to  thank  you,  Con- 
gressman Smith,  for  coming  to  Indiana  and  taking  this  effort  and 
getting  our  input,  and  like  Don,  I  want  to  applaud  the  freshman 
class.  We  are  all  rooting  for  you  and^I  say  we  all,  but  there  is  a 
huge,  huge  consensus  of  business  that  you  guys — if  there  is  going 
to  be  change,  we  are  going  to  owe  it  to  you. 

There  has  been  a  lot  of  discussion  and  I  was  just  thinking  about 
the  three-martini  lunch  and  about  the  benefits  and  the  benefactors 
of  that,  I  guess  I  have  always  been  a  proponent,  there  are  some 
days  in  business  that  you  just  need  three  martinis  at  lunch  to  get 
by  and  survive.  So,  if  we  brought  that  back  in,  I  would  take  advan- 
tage at  least  once  a  month  of  that  particular  deduction.  But  thank 
you  again  for  giving  us  this  opportunity  to  exchange  these  ideas. 

Chairwoman  Smith.  Thank  you. 
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Mr.  Stovall. 

Mr.  Stovall.  I  would  just  echo  Craig's  thanks  and  also  add  the 
fact  that  any  time  you  invite  us  as  business  owners  to  participate 
in  things  like  this,  it  checks  us  too  and  it  enables  us  to  learn  about 
these  issues  as  we  prepare  for  this  testimony.  So,  thank  you. 

Chairwoman  Smith.  Thank  you. 

Steve. 

Mr.  SouERS.  We  appreciate  you  coming  here  to  hear  us.  I  mean, 
that  is  what  is  going  to  make  this  happen.  The  excitement  is  there, 
people  want  change,  they  are  ready  for  it,  but  you  have  got  to  give 
them  the  details.  You  have  got  to  start  working  out  the  vague  gen- 
eralities, you  cannot  hold  up  a  chart  and  say  this  is  what  the  aver- 
age American  is  going  to  be  impacted  by.  You  need  to  provide  them 
with  your  cards  and  instructions,  here,  when  you  fill  out  your  tax 
return  this  year,  fill  one  of  these  out  and  see  where  you  stand,  or 
give  them  the  computer  software  so  that  they  can  sit  there  and 
play  and  plug  in  the  numbers  and  play  what-if,  because  that  is 
when  people  are  going  to  make  their  decision,  how  does  it  impact 
me.  That  is  when  they  are  going  to  say  I  am  ready  to  support  the 
McFlat  tax,  I  am  ready  to  support  this  tax  or  that  tax — that  is 
what  is  going  to  make  the  change  happen. 

Chairwoman  Smith.  And  Steve,  people  like  you  and  I,  and  others 
in  this  room  that  know  how  to  get  around  the  current  code,  under- 
stand how  it  was  built  and  know  the  what-ifs,  we  need  to  be  help- 
ful in  this  process.  So,  I  count  on  seeing  you  again  in  this,  thank 
you. 

Mr.  SouERS.  I  would  be  more  than  happy  to. 

Chairwoman  Smith.  Don. 

Mr.  ViLLWOCK.  Thank  you  very  much  for  coming. 

I  want  to  address  the  point,  my  CPA  is  also  one  of  my  best 
friends,  besides  being  one  of  the  key  consultants  in  my  operation, 
I  worry  about  his  livelihood.  I  called  him  last  night  before  I  came, 
I  told  him  I  would  try  not  to  put  him  out  of  business,  but  he  is  also 
tough — and  I  think  we  may  put  tax  advisers  maybe  at  less  revenue 
than  what  they  are,  but  those  skills  that  those  CPA's  have  can  be 
better  used  in  my  operation  to  help  me  guide  through  some  of  the 
other  economic  decisions  we  make,  and  like  Mark  says,  Congress- 
man Souder,  they  are  all  tough  decisions  to  make,  whether  or  not 
you  need  to  do  this  or  that,  whatever.  It  is  not  a  clearcut  yes  or 
no  to  me,  or  at  least  in  my  operation  or  maybe  my  management 
skills.  I  lay  awake  at  night  and  lose  a  lot  of  hair,  as  you  can  see, 
in  consternation  over  those  decisions.  A  lot  of  that  is  deciding 
whether  or  not  it  throws  you  in  another  bracket  or  not,  and  I  think 
we  will  remove  that  from  the  system,  and  I  encourage  that.  But  I 
think  Al  said  the  point  that  I  wanted  to  make  here  at  some  point, 
and  reminded  me  to  do  that.  I  think  what  we  do  about  America's 
dream  and  what  we  do  to  preserve  that  dream,  reinforce  that 
dream  of  people  to  reignite  it — I  am  afraid  a  lot  of  the  things  we 
did  in  America  in  the  last  few  years  has  kind  of  extinguished  that, 
and  I  think  this  reform  and  this  thing  could  go  a  long  way  to  keep- 
ing that  dream  alive  for  a  lot  of  people  and  I  encourage  you  to  keep 
that  in  mind  as  you  look  at  reform. 

Thank  you. 
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Chairwoman  Smith.  Thank  you.  With  that,  I  thank  you  all  for 
helping,  this  IS  going  to  be  quite  a  journey  and  I  am  excited  about 
It.  It  America  looks  at  it  that  way,  we  are  going  to  develop  a  eood 
new  tax  system.  *'      &     «. 

Thank  you  and  we  are  adjourned. 

[Whereupon,  at   11:57  a.m.,  the  Subcommittee  was  adjourned 
subject  to  the  call  of  the  Chair.] 


FUNDAMENTAL  TAX  CHANGES  NEEDED  TO 
UNLEASH  AMERICA'S  SMALL  BUSINESSES 


MONDAY,  MARCH  25,  1996 

House  of  Representatives, 
Subcommittee  on  Taxation  and  Finance, 

Committee  on  Small  Business, 

Washington,  DC. 

The  Subcommittee  met,  pursuant  to  notice,  at  2  p.m.,  at  room  H- 
101,  Lakeland  Community  College,  7700  Clock  Tower  Drive,  Men- 
tor, Ohio,  Hon.  Linda  Smith  (Chairwoman  of  the  Subcommittee) 
presiding. 

Chairwoman  Smith.  Good  morning.  We  are  going  to  begin  the 
hearing,  one  of  several  being  held  by  this  Subcommittee  around  the 
Nation,  including  small  to  large  groups,  urban,  and  rural  locations, 
more  technical  focus  in  some  parts  and  just  small  business  people 
expressing  their  concerns  and  affairs  or  support  in  others. 

We  will  be  recommending  what  Congress  has  to  do,  from  what 
we  found  around  the  Nation,  for  the  American  people,  whether  it 
be  small  business  or  anyone  else,  to  accept  a  new  tax  system. 

With  that,  I  am  going  to  submit  a  formal  statement  for  the 
record  but  want  to  spend  as  much  time  as  possible  both  hearing 
from  witnesses  and  asking  them  questions. 

One  thing  we  will  do  a  little  different  in  this  hearing  is  if  you 
have  a  question  from  the  audience  that  you  would  like  one  of  us 
to  ask,  write  it  down  and  give  it  to  one  of  these  ladies  here.  Don't 
feel  bashful.  We  need  to  hear  what  you  are  thinking. 

One  thing  that  we  found  in  the  Kemp  Commission  Report — and 
I  shouldn't  call  it  that,  it  has  a  technical  name,  but  I  think  that's 
what  it  is  known  as — ^is  an  understanding  that  for  small  businesses 
and  families  especially  to  accept  any  tax  system,  it  has  to  have  an 
acceptance  and  understanding  of  the  American  people,  and  the  big- 
gest word  that  has  to  be  dealt  with  is  fairness.  The  American  peo- 
ple have  to  believe  it  is  fair. 

We  believe  we  are  going  to  have  to  spend  at  least  2  years  on  the 
issue  of  what  Americans  think  is  fair,  what  will  work  in  their  lives, 
and  what  they  need  in  transition. 

One  of  our  first  questions  in  one  of  our  first  hearings  was,  what 
if  I  have  already  bought  my  equipment  and  some  other  guy  comes 
along  and  he  buys  his  after  this  goes  into  effect?  He  gets  to  write 
off  all  his  equipment  or  expense  and  doesn't  have  any  tax,  and  I 
would  have  that  base  tax  on  everything.  Good  question.  We  have 
to  find  a  way  to  transition  so  that  it  is  not  going  to  disproportion- 
ately affect  some  small  businesses  over  others. 

(49) 
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Other  family  members  have  talked  about  the  relationship  of 
small  business  inheritance  and  other  factors  to  the  whole  tax 
scheme.  We  have  to  resolve  the  inheritance  tax. 

With  that,  we  are  very,  very  excited  to  have  Kenneth  Blackwell 
of  the  Commission  with  us  to  represent  and  talk  about  what  went 
through  their  minds  as  they  made  their  recommendations.  One 
thing  I  would  like  to  do  is  commend  them  on  leaving  enough  room 
for  the  American  people. 

What  you  did  is  you  came  up  with  good  sound  principles  that  we 
need  to  look  at  before  we  develop  a  tax  system  change  and  left  a 
lot  of  room  for  the  American  people  to  put  their  fingerprints  all 
over  them  to  make  that  change.  For  that  I  want  to  commend  you. 

[Chairwoman  Smith's  statement  may  be  found  in  the  appendix.l 

Chairwoman  Smith.  For  the  second  opening  statement,  I  will  ask 
Mr.  LaTourette  to  give  his  statement,  and  I  want  to  thank  him  for 
holding  one  of  these  hearings  here  in  this  part  of  the  Nation  so  you 
could  participate.  Representative  LaTourette. 

Mr.  LaTourette.  Thank  you  very  much.  I  want  to  begin  today 
by  thanking  you,  Chairwoman  Smith,  of  Washington  State.  Those 
of  us  of  Northeastern  Ohio,  when  I  got  up  this  morning  I  was 
watching  channel  3,  5  or  8,  I  saw  that  we  have  a  high  wind  advi- 
sory today.  For  anyone  to  get  on  an  airplane  from  Washington 
State  and  fly  to  Ohio  today  is  an  act  of  courage. 

I  appreciate  you  taking  the  time  to  do  that.  I  think  that  may 
have  cost  one  of  our  witnesses,  Mr.  Kleckner,  from  the  Farm  Bu- 
reau, may  have  been  caught  up  in  the  winds  of  Chicago.  Hopefully, 
even  though  it  is  known  as  the  windy  city,  apparently  when  it  be- 
comes extremely  windy  in  Chicago,  they  have  trouble  having  their 
planes  take  off. 

Thank  you,  Chairwoman  Smith,  for  selecting  the  19th  Congres- 
sional District  of  Ohio  for  this  field  hearing.  I  am  confident  today 
that  this  hearing  will  significantly  contribute  to  the  debate  on 
small  business  tax  reform  by  bringing  everyday  experiences  and  re- 
alistic suggestions  for  reform  to  an  otherwise  complex  issue. 

I  personally  feel  the  tax  reform  for  small  business  needs  to  be  ad- 
dressed as  the  current  system  is  expensive,  intrusive  and  unfair. 
As  today's  witnesses,  both  in  the  first  panel,  we  are  more  than 
pleased  to  have  our  State  Treasurer  on  the  first  panel  today. 

The  public's  frustration  with  and  animosity  toward  the  current 
tax  system  is  at  an  all  time  high.  Real  tax  reform  with  the  needs 
of  small  business  in  mind  must  continue  to  be  a  priority  in  Con- 
gress. 

If  I  can  just  interrupt  my  remarks  for  a  moment,  we  are  lucky 
that  today.  Madam  Chairman,  we  have  with  us  the  Director  of  our 
local  Cleveland  Area  Small  Business  Administration  Office  with  us 
today,  Mr.  Gil  Goldberg.  Stick  your  hand  up  so  that  the  small  busi- 
ness people  who  may  or  may  not  know  you  will  know  you  after 
today. 

More  often  than  not.  Federal  tax  regulations  and  paperwork  re- 
quirements impact  small  businesses  more  than  others.  Tax  compli- 
ance alone  illustrates  the  flagrant  examples  of  unreasonable  Giov- 
ernment  excesses  which  hit  small  businesses  first  and  foremost. 
Considering  that  small  businesses  account  for  a  majority  of  the  Na- 
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tion's  employers,  these  demands  do  not  just  make  good  common 
sense. 

As  a  result,  tax  reform  has  become  one  of  the  most  widely  dis- 
cussed issue  during  the  political  season.  Several  flat  tax  proposals 
have  been  touted  by  Members  of  Congress  as  well  as  Presidential 
candidates,  most  notably  Steve  Forbes. 

In  addition,  several  tax  reform  bills  with  small  business  interests 
in  mind  have  been  introduced  in  the  Congress  and  have  even  been 
included  in  some  of  the  several  budget  proposals  now  working  their 
way  through  the  bottom. 

The  debate  has  begun,  but  it  is  only  the  beginning.  Much  more 
will  need  to  be  done  if  we  in  Congress  want  to  let  the  American 
business  community  get  back  to  the  business  of  running  their  com- 
panies rather  than  spending  ridiculous  amounts  of  time  complying 
with  Federal  Government  edicts. 

Cooperation  instead  of  punishment  needs  to  be  the  underlying 
theme  when  addressing  the  excessive  tax  regulations  presently  sti- 
fling small  business.  The  bottom  line  is  this:  Most  in  Congress 
agree  that  as  big  business  continues  to  downsize,  small  business  is 
the  future  of  our  country  and  our  economy. 

Unfortunately,  the  past  is  full  of  examples  of  missed  opportuni- 
ties to  create  an  environment  for  small  business  to  succeed  and  not 
stumble.  This  past,  however,  is  no  longer  the  norm.  Tax  burdens 
will  need  to  be  lifted  so  small  businesses  can  be  freed  up  to  do 
what  they  do  best,  encourage  growth  and  investment  and  employ 
countless  individuals  and  stimulate  local,  state  and  national  econo- 
mies. 

Again,  Madam  Chairman,  I  welcome  you  to  Mentor,  Ohio.  The 
expression  here  is  it  is  better  in  Mentor.  I  yield  back. 

[Mr.  LaTourette's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Would  you  like  to  introduce  the  witnesses  or 
would  you  like  me  to  do  that?  I  would  be  more  than  happy  to  intro- 
duce them,  beginning  with  the  State  Treasurer. 

First  of  all,  we  want  to  introduce  Kenneth  Blackwell,  Treasurer 
of  your  State,  and  who  put  a  lot  of  time  in  on  this  for  you.  You  are 
going  to  have  your  fingerprints  from  Ohio  on  whatever  happens  as 
we  change  the  current  tax  system.  Thank  you. 

Dean  Kleckner  of  the  American  Farm  Bureau  probably  won't 
come  in.  He  is  delayed  in  Chicago.  Robert  Smith  is  the  President 
and  Chief  Investment  Officer  of  Spero-Smith,  investment  advisors, 
speaking  on  behalf  of  the  Council  of  Smaller  Enterprises  of  the 
Growth  Association  of  Cleveland,  Ohio.  You  have  been  involved  for 
some  time. 

Mr.  Smith.  Yes. 

Chairwoman  SMITH.  Next  is  Kathy  Tatman.  She  is  a  CPA  and 
she  is  from  Ciuni  &  Panichi.  She  is  from  Cleveland  here,  also.  With 
that,  we  will  start  with  Mr.  Blackwell. 

TESTIMONY  OF  J.  KENNETH  BLACKWELL,  TREASURER,  STATE 

OFOfflO 

Mr.  Blackwell.  Thank  you.  Madam  Chairman.  Madam  Chair- 
man and  my  good  friend  and  member  of  the  committee,  Steve 
LaTourette,  it  is  a  pleasure  for  me  to  take  advantage  of  this  oppor- 
tunity. 
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The  word  "unleash"  in  your  subject  title  is  an  excellent  choice, 
because  Amenca's  small  business  owners  are  chained  to  tax  regula- 
tions that  restrain  their  ability  to  grow  and  prosper. 

The  National  Commission  on  Economic  Growth  and  Tax  Reform 
listened  to  thousands  of  Americans  who  testified,  wrote  or  called 
the  Commission  to  express  their  dissatisfaction  with  the  current 
tax  system. 

I  believe  one  of  the  major  contributions  of  the  Kemp  Commission 
is  the  tax  test,  a  standard  that  can  and  should  be  applied  to  any 
proposal  for  national  tax  reform.  To  that  end,  a  copy  of  the  test  has 
been  submitted  to  this  Committee. 

Please  enter  the  tax  test  which  is  attached  to  my  full  and  official 
testimony  into  the  hearing  record.  The  test  was  developed  on  the 
basis  of  input  like  this  letter  from  Tim  Sabus  in  Denver,  Colorado 
As  an  entrepreneur,  I  experience  first-hand  the  horrors  of  our  tax 
system.  Our  business  has  suffered  due  to  the  amount  of  time  nec- 
essary for  tax  calculations.  We  have  paid  an  accountant  far  more 
to  fipre  the  amount  of  taxes  owed  than  the  actual  amount  paid 
We  have  abandoned  several  viable  job-creating  business  concepts 
due  to  the  tax  complexities  that  would  arise." 

It  is  wrong  to  have  a  tax  code  so  outrageously  complex  that 
Amiericans  spend  more  than  $200  billion  a  year  just  to  comply  Mr 
Sabus  said  it  best.  He  paid  more  to  figure  out  his  bill  than  the  bill 
itself. 

Small  businesses  must  have  fundamental  tax  changes  so  that 
they  can  grow  and  prosper.  If  you  don't  know  where  to  start,  I  will 
suggest  a  simple  measure  that  will  win  you  the  hearts  and  votes 
of  small  business  owners  across  America.  Capital  investment 
expensing. 

It  sounds  like  a  complicated  mouthful  or  jargon,  but  it  is  not.  All 
it  means  is  writing  off  the  cost  of  buying  a  piece  of  equipment 
when  you  buy  it.  The  current  system  stretches  the  deduction  over 
a  number  of  years,  but  a  dollar  today  is  probably  worth  more  than 
a  dollar  10  years  from  now. 

If  I  am  a  business  owner,  I  don't  want  to  spend  1996  dollars  and 
get  a  deduction  in  2006  dollars.  I  would  rather  take  the  deduction 
now  to  offset  the  huge  expense  I  just  incurred. 

Expensing  is  a  small  fix  that  would  represent  a  big  change  in 
philosophy.  It  IS  the  difference  between  a  system  that  unleashes 
growth  and  one  that  chains  it.  To  promote  growth,  our  tax  code 
needs  to  be  fair,  simple  and  stable. 

Taxing  income  more  than  once  is  unfair.  We  are  saying  to  the 
American  family  if  you  save,  invest  or  start  a  business,  we  are 
going  to  tax  you  as  many  as  four  times.  Here  is  how. 

Money  is  taxed  when  it  is  earned.  Money  is  taxed  again  when 
it  IS  saved.  Money  is  taxed  again  when  it  is  invested,  and  yes, 
money  is  taxed  again  when  you  die.  Having  a  job,  owning  a  busi- 
ness, saving,  investing  and  leaving  something  for  your  kids,  those 
are  four  major  aspects  of  the  American  dream  so  why  are  we  pun- 
ishing them? 

Finally,  a  new  tax  system  which  will  emerge  out  of  the  American 
conversation,  once  in  place,  must  remain  in  place.  Just  since  the 
major  tax  reform  in  1986,  there  have  been  4,000  changes  in  the  tax 
code  breeding  instability  and  confusion. 


53 

Now,  12  States  have  found  consistency  and  accountability  with 
supermajority  requirements  to  raise  taxes.  I  beheve  we  ought  to  do 
the  same  at  the  Federal  level. 

In  my  full  statement  I  give  three  reasons  why  we  need  the  super- 
majority  requirement  at  the  Federal  level.  Let  me  sight  one.  We 
need  this  constitutional  requirement  so  that  balancing  the  budget 
does  not  become  still  one  more  excuse  for  raising  taxes. 

As  important  as  balancing  the  budget  is,  it  simply  must  not  be 
carried  out  too  easily  by  increasing  the  tax  burden  on  hard  working 
taxpayers,  business  owners,  and  their  families. 

For  the  typical  family,  the  tax  bite  is  already  about  40  percent, 
which  is  in  fact  more  than  food,  shelter  and  clothing  combined.  The 
National  Federation  of  Independent  Businesses  represents  30,000 
small  businesses  in  Ohio  and  over  600,000  nationally. 

In  our  recent  poll,  an  overwhelming  majority  said  tax  changes 
come  too  fast  and  are  too  easily  implemented.  If  the  NFIB  voted 
for  the  supermajority  rule  today,  it  would  definitely  pass  by  the 
supermajority. 

We  have  to  change  our  mindset.  Capital  investment  expensing  is 
a  specific  part  of  the  general  change.  When  we  look  at  the  tax  code, 
any  tax  code,  we  have  to  ask,  is  it  fair?  Is  it  simple?  Is  it  stable? 

If  the  answer  to  any  of  these  questions  is  no,  then  it  is  our  duty 
to  change  it.  To  make  the  tax  code  fair,  tax  income  once  at  a  single 
rate.  To  ma1ce  it  simple,  put  a  stop  to  endless  loopholes  and  sched- 
ules. To  make  it  stable,  enact  a  supermajority  rule.  That's  how  we 
will  promote  economic  growth  in  the  United  States  of  America. 
Thank  you  for  this  opportunity  to  make  these  opening  remarks. 

[Mr.  Blackwell's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you.  We  will  take  testimony  fi-om  all 
witnesses  and  then  go  to  questions. 

TESTIMONY  OF  ROBERT  C.  SMITH,  PRESmENT  AND  CHIEF  IN- 
VESTMENT OFFICER,  SPERO-SMITH  INVESTMENT  ADVISERS, 
INC.,  ON  BEHALF  OF  THE  COUNCIL  OF  SMALLER  ENTER- 
PRISES  OF  THE  GROWTH  ASSOCIATION,  CLEVELAND,  OHIO 

Mr.  Smith.  Good  afternoon.  My  name  is  Bob  Smith.  I  am  a  part- 
ner in  Spero-Smith  Investment  Advisers  in  Beachwood.  I  am  the 
Vice-Chairman,  Government  Action  Group  of  COSE,  the  Council  of 
Small  Enterprises,  a  Division  of  the  Greater  Cleveland  Growth  As- 
sociation. 

As  you  may  know,  COSE  is  the  largest  local  small  business  orga- 
nization in  the  Nation.  I  was  also  a  delegate  to  the  White  House 
Conference  of  Small  Business. 

I  very  much  appreciate  the  opportunity  to  be  here  today  to  dis- 
cuss the  importance  of  tax  reform.  As  a  small  business  owner  and 
investment  adviser  for  small  businesses,  I  can  tell  you  the  impor- 
tance of  tax  reform  cannot  be  over  stated. 

I  want  to  commend  the  Subcommittee  Chairwoman  Smith,  and 
Congressman  LaTourette  for  holding  these  hearings  at  the  local 
level  especially  here  in  Northeastern  Ohio. 

Continued  economic  growth,  especially  that  which  will  create  job 
growth,  will  be  dependent  on  a  strong  and  vital  small  business  sec- 
tor. Without  small  business  leading  the  way,  economic  growth  will 
stall. 
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The  Greater  Cleveland  Growth  Association  recently  embarked  on 
a  strategic  plan  with  the  focus  on  economic  growth  and  job  cre- 
ation. This  was  a  result  of  a  study  done  by  McKinsey  &  Company 
which  demonstrated  that  although  improvements  had  been  made 
over  the  past  decade,  much  more  needs  to  be  done  especially  now 
m  terms  of  job  creation. 

The  Growth  Association's  strategic  plan  has  eight  priority  issues 
The  second  priority  in  this  plan  was  to  increase  the  formation  and 
expansion  of  small-  to  mid-size  businesses  in  the  greater  Cleveland 
area.  To  that  end,  it  will  be  necessary  to  increase  the  availability 
of  capital  to  small  to  mid-size  businesses. 

To  do  that  would  require  a  lowering  of  the  cost  of  capital  for 
smaller  enterprises.  The  cost  of  capital  is  the  return  or  profitability 
required  by  investors  for  the  use  of  their  money  after  adjusting  for 
risks,  inflation  and  taxation. 

Small  businesses  have  a  very  high  cost  of  capital  because  of  risks 
unique  to  them  relative  to  larger  businesses.  Typically,  there  is  a 
strong  dependence  on  very  few  individuals,  customers,  products  or 
services,  markets  or  suppliers. 

For  these  reasons,  it  is  imperative  that  small  business  have 
lower  capital  gains  taxes  because  recovery  of  capital  gains  tax  ex- 
pense increases  the  cost  of  capital. 

In  addition  to  capital  gains  taxes,  I  would  like  to  discuss  the  im- 
pact on  small  businesses  of  high  marginal  income  tax  rates,  payroll 
taxes  and  estate  taxes.  Further,  the  compliance  expense  will  also 
be  addressed  since  it  is  a  special  disincentive  for  economic  growth 
and  jobs  creation, 

I  will  give  several  examples  of  the  law  and  unintended  con- 
sequences. For  instance,  this  year's  Nobel  Prize  in  economics  was 
given  for  work  done  in  explaining  our  economic  behavior  based  on 
rational  expectations. 

We  must  factor  rational  expectations  into  our  tax  system.  In 
other  words,  we  support  dynamic  scoring.  One  of  the  implications 
of  the  flat  tax  proposal  would  be  the  reduction  of  corporate  debt 
since  no  interest  would  be  deductible.  It  is  my  professional  judg- 
ment that  many  large  corporations  currently  use  debt  because  of 
Its  relative  cheapness,  especially  on  an  aftertax  basis,  and  that 
given  the  lack  of  deductibility  on  flat  tax  environment,  they  would 
choose  to  pay  off  their  debt. 

This  would  increase  their  corporate  cash  flows  as  their  debt  serv- 
ice requirements  are  reduced.  These  case  flows  could  then  be  used 
to  reinvest  in  new  projects  creating  economic  growth  and  additional 
jobs. 

More  credit  would  then  be  available  to  the  small  business  market 
since  large  corporations  have  partially  crowded  out' the  small  busi- 
ness. 

The  high  marginal  tax  rates  on  ordinary  income  reduce  profit- 
ability of  all  profitable  businesses. 

High  capital  gains  taxes  and  the  double  taxation  on  dividends 
further  hampers  small  businesses  because  of  the  huge  cost  of  com- 
pliance. In  other  words,  high  tax  rates  create  incentives  for  busi- 
ness owners  to  find  ways  to  minimize  their  tax  obligations  with  the 
help  of  CPA's  and  attorneys. 
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This  cost  of  compliance  is  like  all  regulations.  It  is  more  signifi- 
cant to  the  small  business  enterprise  because  of  the  lack  of  econo- 
mies of  scale.  It  is  generally  understood  that  because  of  high  tax 
rates  that  the  closely  held  business  owner  is  compelled  to  manage 
the  business  with  a  focus  on  controlling  or  lowering  taxable  income. 

For  example,  the  first  discussion  by  a  potential  buyer  of  a  pri- 
vately held  business  is  to  determine  what  expenses  have  been  in- 
curred to  lower  profits  so  a  buyer  has  a  better  understanding  of 
what  their  future  profitability  of  the  business  could  be. 

The  high  capital  gains  tax  rates  work  to  lower  the  valuation  of 
all  businesses,  public  or  private.  Investors  understand  the  need  to 
recover  the  cost  of  all  expenses  in  their  investment  decisions. 

Example:  In  mid- 1944  the  Israel  government,  for  the  first  time, 
announced  a  capital  gain  tax.  Immediately  upon  passing,  the  Israel 
stock  market  went  down  10  percent.  Within  6  months  the  Israel 
government  rescinded  the  tax,  and  immediately  the  market  went 

up  10  percent.  ,      .      i       ^v     n         ^ 

The  high  capital  gains  tax  rates  also  works  to  slow  the  tlow  ot 
capital,  which  is  another  component  of  the  cost  of  money. 

As  an  investment  adviser  with  many  taxable  accounts,  I  must 
manage  portfolios  to  be  tax  efficient.  For  instance,  we  have  several 
clients  with  investments  that  they  have  held  for  years  with  almost 
no  cost  basis.  The  idea  of  selHng  that  holding  and  recognizing  the 
capital  gains  tax  is  not  prudent.  Therefore,  high  rates  cause 
deferment  of  capital  gains  tax  receipts. 

Payroll  taxes  are  another  example  of  a  very  special  burden  on 
small  businesses  and  have  a  big  impact  on  the  slowing  of  jobs  cre- 
ation. The  expense  of  payroll  taxes,  especially  the  FICA  with  the 
employer  match  are  impairing  jobs.  The  creation  of  a  self-employ- 
ment tax  for  the  self-employed  is  a  disproportionate  tax  burden  on 
small  businesses.  i  j  4. 

An  example  of  the  law  of  unintended  consequences  have  led  to 
the  increase  in  the  "underground  economy."  Many  independent  con- 
tractors negotiate  aggressively  for  lower  rates  in  return  for  pay- 
ment in  cash.  •     j      i  •  v 

The  Government  has  put  in  stopgaps  and  required  a  higher  com- 
pliance by  requiring  1099  reporting.  The  lower  rates  would  in  fact 
increase  reported  revenues  and  lower  the  cost  of  compliance. 

Another  example  of  the  burden  due  to  the  tax  code  is  the  estate 
tax  Estate  taxes  have  created  an  industry  of  service  providers 
which  include  CPA's,  attorneys,  insurance  salesmen,  valuation  con- 
sultants, financial  planners  who  only  help  the  business  owners 
avoid  paying  taxes. 

All  the  services  providers  represent  the  cost  of  compliance  to 
many  small  business  owners,  and  it  is  obvious  that  the  elimination 
of  estate  taxes  would  certainly  add  to  economic  growth  by  a  more 
appropriate  use  of  the  dollar  than  to  pay  for  compliance. 

My  understanding  is  the  Federal  revenues  rates  for  estate  taxes 
are  insignificant.  The  estate  tax  problem  is  a  special  fear  for  the 
small  business  owner  because  it  often  means  the  forced  sale  of  the 
business  to  have  estate  taxes  paid. 

In  closing,  I  want  to  thank  the  Subcommittee  again  for  hosting 
this  meeting  in  Northeastern  Ohio.  As  I  mentioned,  COSE  and  the 
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Greater  Cleveland  Growth  Association  have  a  strong  commitment 
to  economic  CTowth  and  jobs  creation. 

We  strongly  encourage  movement  toward  a  more  simplified  tax 
structure  with  lower  rates  to  reduce  the  cost  of  capital  and  lower 
the  cost  of  compliance. 

It  would  improve  the  allocation  of  capital  by  making  more  invest- 
ment decisions  based  on  the  merits  of  the  investment  and  not  on 
the  tax  consequences. 

?L^°o  ^^-  ^l^^^  ^°^  economic  growth  and  job  creation.  Thank  you 
LMr.  bmith  s  statement  may  be  found  in  the  appendix  ] 
Chairwoman  Smith.  Thank  you,  Mr.  Smith.  Ms.  Tatman? 

TESTIMONY  OF  KATHRYN  E.  TATMAN,  CPA,  CPC,  CIUNI  AND 
PANICm,  INC.,  CLEVELAND,  OHIO 

Ms  Tatman.  Good  afternoon.  My  name  is  Kathy  Tatman.  I  am 
a  CFA  and  also  a  Certified  Pension  Consultant.  I  reside  in  Lake 
bounty,  Ohio  and  I  am  a  partner  in  a  regional  CPA  firm  of  Ciuni 
&  Fanichi  with  offices  in  Beachwood  and  Columbus,  Ohio. 

I  have  been  advising  small  business  clients  since  1977  Our  firm 
employs  84  people.  We  are  a  small  business  serving  our  clients  the 
majonty  of  which  are  small  businesses. 

These  small  business  clients  are  diverse  and  include  manufactur- 
ers, retailers,  wholesalers,  distributors,  construction,  and  service 
organizations. 

Today  I  will  comment  on  small  business  pension  and  deferred 
compensation  issues  and  how  they  relate  to  the  problems  and  com- 
plexities of  the  current  tax  code.  Currently,  only  14.9  percent  of 
businesses  which  employ  less  than  500  employees  offer  retirement 
programs. 

The  SBA's  Office  of  Advocacy  cites  that  only  13.3  percent  of  firms 
with  less  than  25  employees  offer  pension  plans.  A  recent  survey 
by  the  Council  of  Smaller  Enterprises  confirms  that  pension  and 
recrement  programs  are  not  common  among  small  business 

This  survey  also  confirms  that  the  costs  and  complexity  in  deal- 
ing with  the  regulations  prohibits  small  business  from  offering  pen- 
sion programs.  Considering  that  small  business  accounts  for  54 
percent  of  the  employment  in  the  United  States,  these  statistics  are 
disturbing. 

Since  the  enactment  of  ERISA  in  1974  there  have  been  23  new 
tax  legislations  enacted.  This  averages  one  a  year  and  does  not  in- 

fi^.  oi^^^^"^^^  of  regulations  by  the  Internal  Revenue  Service  in 
that  22-year  period. 

Now,  let's  take  a  trip  down  memory  lane.  The  defined  benefit 
plan  was  a  pension  program  plan  in  the  early  1980's.  A  defined 
benefit  pension  plan  funds  for  a  defined  or  fixed  retirement  benefit 

It  funds  this  benefit  over  the  working  career  of  each  individual 
participant  giving  that  participant  a  fixed  retirement  amount  to 
supplement  their  Social  Security  with. 

The  defined  benefit  programs  were  replaced  by  defined  contribu- 
tion programs.  These  programs  do  not  fix  the  future  retirement 
benefits.  Instead,  employers  fund  these  annually  based  upon  a  per- 
centage of  the  participant's  compensation. 

The  retirement  benefits  provided  will  be  based  upon  what  the 
tunding  amounts  accumulate  to  at  each  individual's  retirement  age 
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401(k)  plans  are  the  program  of  the  1990's.  They  gained  popularity 
because  they  require  employees  to  participate  in  the  retirement 
program.  . 

401(k)  plans  require  additional  nondiscrimmation  testing  tor  em- 
ployee deferrals  and/or  employer  matches.  Cost  of  administration  is 
higher  For  example,  a  small  business  with  10  employees  receiving 
annual  participant  statements  would  pay  $1,200  per  year  to  admm- 
ister  a  profit  sharing  plan.  ,    .     i 

If  that  same  small  business  adds  a  401(k)  feature  to  that  plan, 
the  administrative  cost  increases  54  percent,  to  $1,850  per  year. 
Top-heavy  rules,  family  aggregation  rules,  a  reduction  m  the  com- 
pensation limit,  and  a  reduction  in  the  annual  addition  limit  has 
small  business  owners  questioning  the  benefits  of  sponsoring  pen- 
sion programs.  ^         r,  •^.        j 

The  Kemp  Commission  report  provides  for  a  flat  tax  with  no  de- 
ductions for  pension  benefits  and  stresses  the  need  for  strengthen- 
ing private  retirement  savings.  The  nondeductibility  of  pension 
benefits  by  employers  will  shift  the  burden  from  the  small  business 
employer  to  the  individual  employee. 

There  will  be  a  need  to  have  existing  pension  dollars,  those  that 
have  been  deductible  by  employers,  prior  to  a  flat  tax,  to  be  consid- 
ered income  when  received.  , 

Any  new  pension  dollars  which  become  the  employees  respon- 
sibility and  are  not  deductible  under  any  of  the  flat  tax  proposals 
should  not  be  subject  to  tax  upon  receipt  of  those  monies  at  retire- 
ment. To  tax  those  dollars  at  retirement  would  constitute  double 

taxation.  ,.  ^         ^^^r 

Finally,  I  recommend  Congress  enact  reforms  that  simplify  pen- 
sion regulations  and  that  give  small  business  greater  access  to  sim- 
plified and  less  costly  pension  plans.  Most  agree  that  Social  Secu- 
rity retirement  income  is  less  than  adequate. 

Therefore,  Government  needs  to  encourage  alternative  avenues 
for  individuals  to  accumulate  retirement  dollars.  Unless  simplifica- 
tion occurs,  small  business,  which  constitutes  the  majority  of  em- 
ployers, cannot  offer  retirement  programs  to  assist  employees  in 
supplementing  their  Social  Security  retirement  income.  Thank  you. 

[Ms.  Tatman's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you.  We  are  going  to  alternate  with 
questions.  Again,  if  during  this  time,  we  are  dividing  the  time  be- 
tween panels,  you  find  a  question  that  you  would  like  us  to  ask, 
please  write  it  out  and  bring  it  to  the  front. 

That's  not  congressional  protocol,  but  I  am  not  known  for  con- 
gressional protocol.  First  of  all,  I  would  like  to  ask  Mr.  Blackwell 
a  couple  of  questions. 

I  have  held  12  hearings,  I  think,  so  far  now,  from  the  congres- 
sional as  well  as  in  my  State  on  tax  simplification.  One  issue  that 
seems  to  be  coming  up  with  everyone  is  fairness. 

They  get  to  the  flat  tax  and  they  like  the  idea  of  one  rate.  They 
like  the  idea  of  taxing  it  once.  Then  they  get  to  the  understanding 
that  Bill  Gates  lives  in  our  State  and  if  he  sold  everything  and 
lived  off  the  interest  he  would  never  pay  any  tax  again. 

They  can't  bridge  that  to  fairness.  How  do  you  deal  with  a  popu- 
lation not  comfortable  with  not  taxing  interest  and  dividends? 
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Mr  Blackwell.  Let  me  first  make  a  comment  that  multiple  lay- 
ers of  taxation  on  work,  savine^s,  and  investment  dry  up  new  cap- 
ital for  investment,  and  capital  gains  tax  acts  as  a  barrier  to  cap- 
ital formation. 

One  of  the  things,  if  you  want  to  move  beyond  the  anemic  growth 
rate  of  1.9  percent  annually,  what  we  have  to  do  is  figure  out  how 
to,  in  fact,  encourage  capital  formation,  investment,  savings  and 
thereby  expand  our  economy  more  rapidly  than  the  1.9  annually 
and  the  rates. 

Now,  let's  go  through  the  single  rate  proposals  that  are  on  the 
table,  whether  it  is  with  Steve  Forbes'  offer,  Dick  Armey,  Hall  & 
Rabushka,  all  of  them  talk  about  a  single  rate  with  a  generous  per- 
sonal allowance. 

In  1944— so  that  we  get  the  full  weight  of  what  I  am  getting 
ready  to  say— we  created  within  our  tax  system  the  personal  allow- 
ance. It  was  $500  then.  If  adjusted  for  inflation,  it  would  in  fact 
be  $9,000  today.  It  is  about  $2,300.  The  big  question  is  where  is 
my  $6,700? 

The  Government  has  made  the  decision  that  it  can  spend  that 
$6,700  better  than  I  can  or  better  than  my  family  and  I  can  spend 
it  together. 

Now,  if  you  begin  to  make  adjustments  in  personal  allowance 
adjusted  for  inflation  over  the  time,  a  typical  family  of  four  would 
have  probably  its  first  $30,000  protected. 

Let's  go  through  this.  Most  economists  I  have  talked  to  basically 
believe  that  in  peace  time  it  is  reasonable  to  assume  that  a  single 
rate  could_^be  at  20  percent.  If  you  have  a  family  of  four  with  an 
income  of  $40,000,  the  first  $30,000  is  protected. 

That  means  it  pays  its  20  percent  tax  rate  on  the  next  $10,000. 
That  IS  $2,000  that  is  an  effective  marginal  rate  of  5  percent  Let's 
take  another  family  that  is  making  $60,000,  first  30  protected  pays 
20  percent  on  the  next  30,  has  $6,000.  That's  an  effective  rate  of 
10  percent. 

If,  in  fact,  we  cover  almost  everyone  in  this  room  and  say  take 
a  family  of  four  with  an  income  of  $120,000,  the  first  $30,000  pro- 
tected, that  family  pays  taxes  at  a  rate  of  20  percent  on  the  next 
90.  That's  $18,000,  for  an  effective  rate  of  15  percent. 

So  with  a  single  rate,  with  a  generous  personal  allowance  that 
IS  more  in  keeping  with  an  inflation-adjusted  personal  allowance, 
what  you  see  is  a  built-in  progressivity.  Now,  if  we  get  to  the  spe- 
cific question  that  you  asked,  if  we  are  trying  to  move  away,  as  our 
last  speaker  suggested,  from  taxing  capital  more  than  once,  what 
happens  with  the  person  who  is  a  coupon  clipper,  and  is  it  fair  that 
that  person  could  in  fact  make  $200,000  a  year  and  pay  no  income 
tax  when  the  person  who  is  a  domestic  in  his  home  pays  the  20 
percent? 

The  answer  to  that  question  is  no.  It  is  not  fair  if  in  fact  that 
income  hasn't  already  been  taxed  once.  Politically,  it  probably  is 
not  comprehensible  for  the  average  American  if  you  just  leave  it  in 
those  terms. 

Let's  use  an  apt  analogy.  Right  now,  we  all  make  salaries.  There 
IS  a  withholding  system.  We  in  fact  get  what  is  better  known  in 
la3anan's  parlance  as  take-home  pav.  If  we  apply  that  same  con- 
cept, if  in  fact  you  tax  the  profits  of  a  corporation  at  the  most  log- 


59 

ical  level,  and  that  is  the  corporate  level,  you  tax  it  once,  it  then 
passes  on  the  take-home  pay,  to  the  investors.  So  that  capital  has 
been  taxed  once.  If  in  fact  you  want  to  make  it  more  pohtically  pal- 
atable, then  what  you  need  to  do  is  pass  it  through  the  corporation 
and  tax  the  individual. 

Then,  everybody  will  have  a  sense  that  no  one  is  escapmg  the 
single  rate  tax  at  a  one-time  basis.  So  the  answer  to  your  question 
is  that  it  depends  on  how  you  frame  the  issue.  If  you  ask  people, 
should  in  fact  the  person  that  makes  10  times  more  than  you  pay 
10  times  more  than  you  in  taxes,  the  average  American  says  yes. 
Is  it  fair  for  that  person  who  makes  10  times  more  than  you  to 
pay  30  times  more  than  you  in  taxes?  I  think  the  average  American 
would  say  no,  if  in  fact  the  person  asked  the  question  really  be- 
lieves the  person  who  makes  10  times  more  than  he  or  she  is  actu- 
ally paying  10  times  more  in  taxes. 

So  I  think  it  is  a  matter  of  how  we  construct  the  system  and  how 
we  retrieve  the  20  percent  or  the  taxes  owed  that  one  time. 

Chairwoman  Smith.  That's  a  very  good  explanation.  I  think  we 
can  find  a  learning  curve  for  the  American  public.  I  do  think  it  is 
still  one— I  debated  this  quite  some  time  ago. 

My  tax  background  includes  simplified  tax  systems,  tax  returns 
and  also  rewriting  tax  law  when  Congress  would  change  it  each 
year.  I  am  familiar  with  it.  j.^     i 

I  do  know  one  thing  we  are  going  to  have  a  very  difficult  time 
with  on  fairness  is  the  example  of  Bill  Gates  who  could  sell  every- 
thing tomorrow.  His  brother,  who  is  an  attorney,  and  his  sister,  too 
who  are  all  set  by  up  by  the  same  parents  for  their  occupation.  Bill 
was  never  poor.  He  is  from  our  State.  He  always  did  well. 

Bill  could  sell  everything  and  let  it  sit  in  high  yield.  Is  that  new 
money,  the  interest,  or  is  it  old  money,  and  should  it  be  taxed?  I 
think  you  would  have  a  hard  time  selling  that  that  is  old  money 
that  shouldn't  be  taxed.  .     , 

I  think  a  solution  probably  begs  a  floor  of  not  taxing  certain  in- 
terest up  to  a  certain  level  but  taxing  individuals  over  that  floor. 
Would  you  comment  on  that?  , 

Mr.  Blackwell.  Again,  let  me  respond  in  a  manner  thats 
shaped  by  my  experience  and  my  training.  If  it  is  not  an  oxymoron, 
I  had  a  Jesuit  who  was  my  economics  professor.  I  was  taught  that 
a  fundamental  principle  of  economics  is  that  the  more  you  tax 
something  the  less  you  get  of  it  and  the  more  you  subsidize  some- 
thing the  more  you  get  of  it.  ,  /.  • 

I  think  that  if  in  fact  what  we  want  is  more  capital  formation, 
we  need  to  create  a  system  that  encourages  investment  in  savings 
and  risk-taking  and  not  punish  it. 

If  we  want  to  get  to  a  system  where  we  in  fact  only  tax  capital 
once  so  that  we  encourage  the  Bill  Gateses  of  the  world  to  invest, 
take  risks,  be  innovative,  sell,  create  jobs  so  that  they  create  in- 
comes for  other  people  and  expand  our  tax  base,  then  we  are  just 
going  to  have  to  push  the  American  people  up  the  learning  curve. 
I  Uiink  that's  our  challenge.  I  think  if  in  fact  we  begin  to  under- 
stand that  high  marginal  tax  rates,  multiple  layers  of  taxation, 
capital  gains  taxes,  alternative  minimum  taxes,  double  taxations 
on  corporate  income,  all  in  fact  contribute  to  an  anemic  economic 
growth  rate,  and  that  anemic  economic  growth  rate  contributes 
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largely  to  the  economic  anxiety  that  American  families  are  in  fact 
realizing  and  experiencing,  and  that  was  something  that  was  clear 
as  we  went  across  the  country. 

People  were  worried  about  two  things:  Job  security  and  stagnant 
wages.  That's  all  tied  back  to  the  anemic  growth  rate.  If  we  want 
to  get  the  American  economy  growing  again,  in  fact  we  are  going 
to  have  to  do  those  things  that  over  time  history  has  taught  us. 

One  of  the  things  history  has  taught  us  is  that  you  move  away 
from  high  marginal  tax  rates  and  double  taxation. 

Mr.  LaTourette.  Thank  you,  very  much.  Madam  Chair.  I  want 
to  follow  up  on  this  learning  curve  discussion  that  you  have  been 
having  with  both  you,  Treasurer  Blackwell,  and  Mr.  Smith. 

There  was  an  interesting  article  not  too  long  ago  in  Reader's  Di- 
gest addressing  the  issue  of  the  Americans'  perception  on  who  is 
rich  in  this  country.  I  think  the  way  the  question  was  posed  is: 
What  is  the  effective  tax  rate  that  would  be  fair  on  a  family  mak- 
ing $200,000  in  this  country? 

It's  been  awhile.  There  is  one  room  in  the  house  that  receives 
more  reading  of  the  Reader's  Digest  than  the  other.  It's  been 
awhile.  My  remembrance  is  that  the  response,  regardless  of  the  po- 
litical party,  regardless  of  political  philosophy,  regardless  of  income 
and  gradation  and  situation  in  the  country,  the  overwhelming  re- 
sponse of  25  percent  was  the  answer  to  that  particular  question. 

I  think  your  clients  would  probably  beg  for  a  25  percent  tax  rate 
in  many  situations.  The  same  thing  comes  up.  A  couple  of  you  hit 
upon  capital  gains.  There  is  a  perception  in  certain  quarters  in  this 
country  that  capital  gains  taxes  are  only  needed  for  rich  people  and 
that  people  who  aren't  rich  don't  need  to  have  relief  in  the  capital 
gains  area. 

I  had  the  opportunity  Saturday  to  be  in  Ashtabula  County,  which 
is  in  the  eastern  end  of  the  district,  meeting  with  a  group  of  farm- 
ers. Number  one,  I  know  Mr.  Kleckner  would  have  addressed  this 
issue  today,  one  of  the  big  concerns  of  the  small  family  farmer  is 
capital  gains  relief. 

Maybe  if  in  turn  first  Treasurer  Blackwell  and  Mr.  Smith,  do  you 
have  any  idea  where  this  myth  comes  from  that  capital  gains  are 
only  required  for  those  who  are  the  wealthiest  of  the  wealthy  in 
this  country? 

Second,  is  there  any  doubt  in  either  of  your  minds  that  the  way 
to  promote  not  only  small  business  but  also  spur  economic  growth 
in  this  country  is  to  provide  capital  gains  and  tax  restructure  both 
individually  and  for  business? 

Let's  start  with  Mr.  Smith. 

Mr.  Smith.  On  the  first  question,  it  is  very  frustrating  that  any 
time  you  talk  about  tax  reform  it  starts  because  of  the  need  to 
lower  rates  to  create  economic  incentives,  and  immediately  there  is 
a  focus  on  who  benefits  from  this. 

Therefore,  it  is  the  rich,  because  they  pay  the  most  in  taxes.  We 
must  get  the  argument  to  where  do  jobs  come  from,  how  is  eco- 
nomic growth  created,  and  the  incentives  or  risks  that  have  to  be 
taken  as  investors  in  businesses  that  merit  us  risking  this  capital. 

Until  we  get  to  that  comfort  level,  we  won't  move  out  of  this  stag- 
nant position.  What  was  your  second  question? 
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Mr.  LaTourette.  Now  you  are  testing  me  on  my  ability.  Discuss 
capital  gains.  The  question  had  to  do  with  capital  gains.  Let  me 
throw  in  here  as  we  modify  rates,  as  you  know,  we  passed  in  the 
House  earlier  this  year  restructuring,  and  as  a  matter  of  fact,  cap- 
ital gains  were  slashed  in  half  in  that  particular  bill. 

There  has  been  a  lot  of  discussion  about  holding  periods.  You  just 
can't  reduce  the  capital  gains.  You  also  have  to  look  at  the  holding 
periods  that  apply  to  capital  gains  rates  so  we  don't  have  purely 
speculative  investments. 

Mr.  Smith.  We  would  support  holding  periods  that  align  them- 
selves with  the  equity  investing  time  horizon  and  mentality  of  one 
or  more  years  and  the  rates  could  go  down  as  the  holding  periods 
go  out,  but  I  guess  contrary  to  that  is  we  want  to  keep  a  simplified 
4-oY  structure 

We  would  first  like  a  simplified  tax  structure  in  lieu  of  the  rates 
that  would  be  tied  into  a  holding  period. 

Mr.  Blackwell.  I  guess  from  talking  with  dozens  if  not  hun- 
dreds of  farmers  and  senior  citizens  who  had  built  up  their  life  sav- 
ings and  their  principal  investments,  that  being  their  homes,  and 
who  in  fact  wanted  to  sell  to  downsize  their  living  space  and  to 
begin  to  enjoy  their  latter  years  of  life,  these  people  raised  a  very 
practical  question.  Why  should  they  be  faced  with  such  a  confis- 
catory high  capital  gains  tax,  which  again  is  a  penalty  for  saving 
and  sacrifice  and  investment? 

Farmers  were  of  the  same  opinion.  Many  of  them  who  wanted  to 
pass  on  their  family  farms  to  their  children  but  instead  of  passing 
on  the  family  farms  what  they  were  passing  on  was  financial  bur- 
den. They  found  that  to  be  fundamentally  unfair. 

If  you  take  it  as  a  snapshot,  it  is  easy  to  position  capital  gains 
tax  cuts  as  a  sock  to  the  rich.  If  you  look  at  the  broader  mosaic 
of  America,  you  will  find  that  our  experience  again  has  been  when 
you  have  been  able  to  reduce  tax  rates,  whether  it  be  the  income 
tax  rates  or  the  capital  gains  tax  rates  in  this  country,  whether  it 
was  with  Coolidge  in  the  '20's,  Kennedy  in  the  '60's,  or  Reagan  in 
the  '80's,  what  we  realize  with  those  compression  of  the  rates  or 
cutting  rates  was  economic  booms  and  expansion  of  our  economy. 
Jobs  were  created,  and  America  was  rolling. 

Let  me  say  something.  One  of  my  major  contributions  to  the  Tax 
Commission  was  a  little  research  I  did  going  back  through  the  New 
York  Times  and  just  looking  at  what  they  had  to  say  in  1909  and 
the  contrast  with  our  experience  with  the  editorial  board  in  1996. 
1909,  in  opposing  the  very  first  income  tax,  the  New  York  Times 
predicted:  "When  men  get  in  the  habit  of  helping  themselves  to  the 
property  of  others,  they  cannot  easily  be  cured  of  it." 

I  really  think  that  that's  the  big  problem  we  are  faced  with  today 
is  ending  the  dependence  on  Government  going  deeper  and  deeper 

into  our  pockets.  i      ,        r- 

Mr.  Smith.  This  discussion  about  capital  gains  tax,  the  benefits 
clearly  would  also  accrue  to  the  investors.  More  and  more  individ- 
uals participate  in  that  through  their  pension  and  other  retirement 
funds.  .    ,       . 

If  you  look  back  in  the  1980's,  when  we  first  had  capital  gams 
rates  cut  and  saw  the  tremendous  increase  in  the  value  of  the  stock 
market,  that  goes  to  show  the  impact  how  everyone  can  benefit  by 
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lower  capital  gains  taxes,  by  lowering  the  risks  to  all  investors,  and 
you  will  improve  everyone's  well-being. 

Chairwoman  Smith.  Thank  you.  I  am  going  to  ask  the  next  ques- 
tion of  Ms.  Tatman,  because  it  deals  with  the  issue  of  when  you 
simplify  anything  you  get  the  Government's  hands  on.  Would  you 
ask  for  personal  responsibility?  That  gets  back  to  pensions. 

One  of  them  that  comes  to  mind  is  I  like  the  401(k)  very  much 
I  like  the  401(k).  The  reason  I  like  it  is  as  an  individual  it  is  easy 
for  me.  Of  course,  if  you  were  doing  the  book  work  for  my  company, 
it  might  not  be  easy  for  you.  I  absorb  more  costs  because  it  is  so 
simple. 

If  you  have  the  best  of  worlds,  and  we  had  developed  this  system, 
and  you  have  got  some  options,  you  have  got  retirement  accounts,' 
401(k),  how  would  you  set  it  up  a  retirement  plan  for  my  company 
if  you  didn't  have  to  worry  about  Federal  regulations? 

What  would  you  do  to  make  it  simpler  if  you  had  the  best  of  all 
words  to  encourage  my  folks  to  put  money  in  and  match?  What 
would  you  do? 

Ms.  Tatman.  I  would  utilize  a  program  very  similar  to  the  401(k) 
program,  because  that  pro-am  requires  employees  to  participate 
in  the  funding  of  their  retirement  benefits.  I  would  eliminate  all 
nondiscrimination  testing. 

That  nondiscrimination  testing  really  is  a  burden  to  small  busi- 
ness in  terms  of  compliance  in  dealing  with  all  the  issues.  Cer- 
tainly, there  is  a  need  to  make  sure  that  the  participants,  including 
the  small  business  owner,  have  those  dollars  sheltered  and  that 
they  are  being  properly  invested. 

I  believe  a  46l(k)  program  where  the  employee  is  contributing  to 
their  retirement  is  probably  the  best  program  that  makes  sense  for 
both  the  employer  and  the  employee. 

The  need  is  to  simplify  the  operation  of  those  programs,  and 
there  are  just  too  many  rules.  Top  heavy,  highly  compensated,  non 
highly  compensated,  family  aggregation,  the  issues  that  can  cause 
a  small  business  plan  a  lot  of  trouble  in  terms  of  making  sure  that 
it  remains  qualified. 

Chairwoman  Smith.  Most  of  the  plans,  most  of  the  simplification 
plans,  do  go  back  to  personal  responsibility.  Along  with  this  whole 
discussion  we  all  have  to  talk  about  payroll  taxes.  Payroll  taxes  are 
for  long-term  care  or  old  age  benefits  predominantly. 

When  you  look  at  that,  and  you  are  dealing  with  the  biggest 
pressure  on  employers,  you  are  talking  about  putting  away  money 
for  those  benefits.  We  have  to  find  the  most  conducive  way  to  re- 
place payroll  taxes  that  we  can  and  phaseout  of  that  because  it  is 
crippling.  We  all  know  that. 

The  employee  doesn't  like  it  a  whole  lot  either  because  it  takes 
money  that  they  don't  see  and  are  not  sure  they  will  get  back.  In 
that,  I  think  this  has  to  be  one  of  the  biggest  discussions,  biggest 
learning  curves.  That's  what  I  come  to,  a  401(k),  because  it  does 
mandate  transition. 

We  have  an  awful  lot  of  people  as  employees.  It  has  to  be  condu- 
cive. 

Ms.  Tatman.  You  mentioned  the  word  I  dislike,  "mandate."  You 
had  asked  me  what  would  be  the  perfect  plan.  The  perfect  plan 
would  be  a  program  where  the  employee  participates  in  the  fund- 
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ing  of  that  program,  of  the  employer's  sponsored  program.  Cer- 
tainly not  a  mandated  situation. 

Chairwoman  Smith.  It  would  be  an  encouragement  too  if  compet- 
ing? 

Ms.  Tatman.  Correct.  It  would  be  an  encouragement.  There 
would  also  need  to  be  an  educational  process  for  the  participants 
in  terms  of  the  fact  that  they  can't  be  lulled  into  a  false  sense  of 
security  that  Social  Security  is  going  to  allow  them  to  retire  in  the 
style  that  they  are  accustomed  to.  It  is  going  to  fall  short. 

Chairwoman  Smith.  When  I  say  mandate  transition — I  am  play- 
ing with  this  in  my  mind.  A  lot  of  people  use  Government  to  take 
care  of  them  with  Social  Security  and  Medicare.  For  a  time  when 
you  are  comfortable  with  being  taken  care  of,  you  are  not  going  to 
go  to:  "Well,  let's  everybody  do  their  own  thing,"  probably  cul- 
turally. 

It  could  be  an  Ohio  mandate  time  of  transition  like  some  coun- 
tries have  where  you  then  transfer  and  you  take  most  of  what  you 
would  have  put  in  under  mandate  and  transfer  that  to  a  new  sys- 
tem and  you  use  some  of  that  to  transfer  to  the  new  system. 

Those  are  some  of  the  questions  in  transition.  There  probably 
will  be  a  few  more  for  awhile.  Mr.  Blackwell? 

Mr.  Blackwell.  I  think  we  are  in  an  area  of  particular  interest 
to  mosi  Americans.  I  just  celebrated  my  48th  birthday.  I  am  among 
the  76  million  baby  boomers  who  are  starting  to  realize  that  when 
we  retire  the  current  Social  Security  tax  system  will  not  be  able 
to  deliver  its  contracted  promise. 

By  the  time  we  retire  in  the  next  17  years,  you  will  have  two 
workers  or  less  than  two  workers  for  every  one  retiree.  One  of  the 
things  we  have  started  to  do,  even  though  this  is  outside  of  our 
mandate,  was  to  debunk  this  notion  that  the  Social  Security  system 
was  a  savings  program. 

It  is  a  tax  transfer  program.  It  is  really  keyed  on  demographics 
that  when  I  was  bom  worked  because  there  were  16  workers  for 
every  retiree.  When  I  retire,  those  demographics  will  not  be  work- 
ing. 

As  much  as  my  children  love  me,  they  would  almost  have  to  tax 
themselves  at  a  7  percent  level  in  order  to  make  good  on  Social  Se- 
curity's promise.  As  much  as  they  love  me,  I  don't  think  they  love 
me  that  much. 

I  think  that  one  of  the  important  areas  and  recommendations 
that  the  Commission  made  was  that  we  begin  to  force  a  focus  on 
the  Social  Security  problem  and  the  stupidity  of  the  current  system 
that  has  workers  paying  income  taxes  on  their  Social  Security  tax. 

Right  now  we  are  paying  a  tax  a  tax.  While  the  business,  the  em- 
ployer, can  expense  or  deduct  his  or  her  portion  of  that,  the  worker 
can't.  So,  we  think  that  one  of  the  important  remaining  deductions 
should  be  the  full  deductibility  of  the  payroll  tax  for  all  working 
Americans. 

Right  now,  probably  right  under  50  percent  of  America's  workers, 
pay  more  in  payroll  tax  than  they  do  in  Federal  income  tax.  So, 
this  is  going  to  be  an  issue  that  we  are  going  to  have  to  wrestle 
with,  and  we  would  hope  that  by  strengthening  private  retirement 
savings  and  by  doing  away  with  the  double  taxation  on  savings 
that  we  could  at  least  begin  to  structure  a  system  when  combined 
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with  reform  of  our  Social  Security  system  that  will  lead  us  to  at 
least  76  million  baby  boomers  being  able  to  look  forward  for  17 
years  from  now  because  they  in  fact  will  have  at  least  enough 
money  to  subsist  on. 

Mr.  LaTourette.  Ms.  Tatman,  when  you  were  giving  your  writ- 
ten testimony  earlier,  I  made  a  note  to  myself  The  note  was  that 
the  complexity  of  regulations  regarding  the  pension  and  establish- 
ment of  pension  retirement  system  by  small  businesses  prevents 
small  businesses  from  participating. 

That  was  a  startling  observation.  There  are  some  who  Mrs. 
Smith  and  I  argue  with  sometimes  who  would  suggest  that  small 
business  people  are  cheap  and  they  don't  want  to  establish  good 
quality  retirement  systems  for  their  employees. 

Your  observation  is  enlightening.  Is  that  in  fact  what  you  meant 
to  say?  That  is,  but  for  the  web  and  morass  of  Federal  regulations 
more  small  business  men  and  women  would  get  into  the  establish- 
ment of  quality  pension  systems  and  put  less  of  a  strain  on  our  en- 
titlement program? 

Ms.  Tatman.  I  believe  that  to  be  true.  I  feel  that  small  busi- 
nesses have  a  certain  amount  that  they  budget  for.  They  also  have 
certain  concerns  about  their  exposure  and  their  risk  in  terms  of  li- 
ability. 

They  have  a  lot  of  liability  just  in  their  business,  the  normal 
course  of  business.  Adding  additional  liability  that  is  from  partici- 
pants, Department  of  Labor,  definitely  discourages  small  busi- 
nesses from  implementing  plans. 

Mr.  LaTourette.  My  last  question  is  to  get  a  comment  from 
each  of  you  to  the  extent  that  you  want  to  comment  on  two  propos- 
als that  are  being  kicked  around  in  Washington  now. 

I  am  only  41.  Thank  you  very  much.  But,  those  of  us  in  our  gen- 
eration are  truly  concerned  about  the  fact  that  the  pyramid  I  have 
seen  indicates,  as  you  said,  that  there  will  be  only  two  people  in 
the  work  force  for  every  retiree. 

As  we  go  into  the  next  century,  there  have  been  projections  that 
our  children  will  pay  taxes  at  the  rate  of  80  percent  if  we  don't 
tackle  the  deficits  of  the  debt  and  deal  with  the  entitlement  prob- 
lem. 

One  of  the  proposals  being  kicked  around  is  that  when  a  child 
IS  bom  in  this  country  his  and  her  parents  will  receive  a  one  time 
$1,500  tax  credit  on  the  condition  that  they  put  that  into  an  inter- 
est bearing  account. 

The  statistics  and  the  figures  that  I  have  seen  show  that 
throughout  the  course  of  that  child's  lifetime,  that  child  will  do  bet- 
ter than  he  or  she  would  have  by  investing  in  the  Social  Security 
system  when  it  came  time  for  that  child  to  retire.  That's  one. 

Two,  a  couple  of  you  have  hit  upon  the  difficulty  of  paying  taxes 
for  small  business  when  those  small  businessmen  and  women  want 
to  pass  those  on  to  their  children  or  spouses. 

There  is  currently  a  bill  in  Congress  known  as  the  Family  Inher- 
itance Business  Protection  Act  which  would  take  the  threshold  of 
that  amount  of  transfer  that  is  not  taxable  from  a  million  to  a  mil- 
lion five  and  then  reduce  the  estate  tax  on  the  succeeding  balance. 

My  question  would  be,  because  we  keep  attempting  to  attach 
that  Family  Inheritance  Business  Protection  Act  to  a  number  of 
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bills  now  going  through  the  House,  does  that  go  far  enough?  Is  that 
based  upon  your 

Voice.  Ask  Art  Modell. 

Mr.  LaTourette.  Art  Model  comes  to  mind.  I  am  talking  about 
the  people  who  need  true  relief.  Does  that  bill  go  far  enough? 
Should  we  do  more  to  be  thinking  in  that  direction?  Any  comments 
any  of  you  have  would  be  appreciated. 

Mr.  Blackwell.  One,  I  think  language  is  so  important  in  our 
discussion  and  conversation.  I  tend  to  call  the  estate  tax  what  it 
is.  It  is  a  death  tax.  It  is  a  tax  on  death. 

It  is  in  fact  a  tax  that  has  changed  our  whole  orientation,  which 
the  American  orientation  was  future  oriented.  The  ability  of  this 
generation  and  parents  to  give  their  kids  a  better  future. 

This  flies  in  the  face  of  it.  I  think  it  is  a  step  in  the  right  direc- 
tion, but  on  this  issue,  I  am  pretty  radical.  I  think  we  need  to  do 
away  with  the  death  tax. 

Chairwoman  Smith.  Any  other  comments? 

Mr.  Smith.  I  would  support  that,  because  there  is  just  a  tremen- 
dous amount  of  money  spent  by  people  in  our  professions  con- 
stantly figuring  out  how  to  avoid  taxes.  Not  a  lot  is  paid,  but  a  lot 
of  money  is  paid  for  people  not  to  pay  it. 

I  am  pointing  out  the  $1,500  credit.  I  recently  had  to  research 
an  investment  for  a  client  who  invested  $350  in  1948  to  biry  some 
shares  of  a  company  that  is  now  worth  $167,000.  I  thought  for  sure 
I  was  missing  something,  like  some  extra  purchases  along  the  way. 
I  did  a  compound  growth  rate  which  came  out  to  12  percent.  That 
was  just  $350  in  1948  worth  $167,000  today,  50  years  later. 

A  credit  like  that,  if  it  is  properly  invested,  can  pay  a  huge  dif- 
ference and  make  a  big  improvement  in  Social  Security. 

Chairwoman  Smith.  Thank  you.  One  question  I  would  like  to  ask 
of  each  of  you  in  brief,  and  then  we  have  a  gentleman  out  here  that 
wants  to  ask  one  question  also. 

The  criteria  from  the  Commission  appears  to  support  a  sales  tax, 
a  national  sales  tax,  the  way  I  look  at  it,  depending  on  what  you 
do  with  the  base  and  fairness. 

Discuss  for  a  moment  the  national  sales  tax  and  what— you  don't 
have  to  speak  from  the  Commission,  Mr.  Blackwell.  I  know  you  all 
discuss  this  in  depth,  but  you  don't  really  address  either  a  flat  tax 
as  proposed  under  the  Rabushka  mode!-,  or  a  national  sales  tax. 

One  comes  to  believe  after  reviewing  your  conclusions  that  you 
are  pointing  toward  a  flat  tax  more  like  the  Rabushka  model.  But, 
what  did  you  do  in  consideration,  what  mind  set  did  you  have,  or 
logic  did  you  use,  to  appear  to  discard  a  sales  tax,  or  did  you? 

Mr.  Blackwell.  We  didn't.  There  were  those  on  the  Commission 
that  really  believed  that  a  national  sales  tax  was  the  way  to  go, 
because  they  felt  one  of  the  more  disastrous  occurrences  over  the 
last  80  years  or  so  has  been  the  evolution  of  the  enormous  power 
of  the  IRS,  and  they  thought  moving  to  a  national  sales  tax  was 
not  only  a  way  to  unleash  growth  through  taking  the  unchaining 
of  savings  and  investment,  but  they  thought  it  was  a  way  to  elimi- 
nate the  IRS  as  we  know  it  today. 

There  were  those  of  us  on  the  Commission  that  believed  in  a  sin- 
gle rate  system  that  has  taken  on  again  the  popular  nomenclature 
of  a  flat  tax.  We  in  fact  decided  that  what  we  would  do  by  encour- 
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aging  the  national  discussion  and  conversation  and  debate  was  to 
establish  the  principles  that  would  help  Congress  evaluate  the  var- 
ious proposals. 

We  note  that  Congressman  Archer,  for  instance,  is  a  leading 
component  of  the  national  sales  tax.  Dick  Armey  has  his  flat  tax 
proposal.  We  felt  our  contribution  would  be  to  establish  the  frame- 
work and  the  principles  with  which  to  re-evaluate  both  of  those 
proposals. 

I  read  a  very  fascinating  article  in  the  Wall  Street  Journal  with- 
in the  last  2  weeks  where  proponents  of  the  national  sales  tax  put 
their  backs  right  up  against  those  criteria  and  made  it  work. 

If  you  wanted  to  know  what  the  principal  concern  was  as  it  was 
debated  within  the  Commission  as  it  relates  to  the  national  sales 
tax  was  that  Congress  had  to  impose  a  rate  on  itself,  an  enormous 
weight.  That  was  whatever  proposal  emerged  needed  to  be  revenue 
neutral  from  the  Federal  Government's  intake  standpoint. 

In  order  to  do  that,  you  would  probably  have  a  sales  tax  rate  of 
well  over  22  or  23  percent.  If  you  coupled  that  with  the  State  and 
local  sales  tax,  you  probably  would  have  at  the  cash  register  a  take 
of  about  a  third  of  every  dollar  in  taxes.  There  was  a  tremendous 
concern  at  that  point. 

Now,  what  I  saw  in  the  Wall  Street  Journal  essentially  said  that 
that  didn't  have  to  be  the  case,  and  they  established  a  rate  and  this 
argument  was  put  forth  for  the  national  sales  tax,  I  think  of  15 
percent. 

So,  if  you  can  make  those  numbers  work 

Chairwoman  Smith.  That  was  on  everything  with  no  floor? 

Mr.  Blackwell.  Right.  My  position  on  it  is  simply  this:  Every 
proposal,  whether  it's  been  Hall  &  Rabushka,  Dick  Armey,  Bill  Ar- 
cher's national  sales  tax  proposal,  Domenici-Nunn,  unlimited  sav- 
ings allowance,  or  the  value  added  tax,  all  of  those  proposals,  all 
of  the  major  proposals,  are  fundamentally  better  than  the  current 
system. 

Chairwoman  Smith.  Thank  you.  Do  you  have  a  comment  on 
that? 

Ms.  Tatman.  The  only  comment  I  will  make  is  with  regard  to  a 
national  sales  tax.  The  burden  of  compliance  will  be  placed  on  the 
retailers.  In  addition,  I  am  not  a  sales  tax  expert,  but  I  believe 
probably  every  State  has  different  services  or  goods  that  are  taxed. 

So,  you  are  just  adding  a  second  layer  of  burden  to  the  retailers. 

Mr.  Blackwell.  You  made  me  remember.  Even  if  you  talk  to 
Bill  Archer,  because  the  sales  tax  is,  by  definition,  regressive 

Chairwoman  Smith.  Regressive  meaning  it  taxes  lower  incomes 
disproportionately? 

Mr.  Blackwell.  Yes,  because  of  mass  disposal  income.  Most  pro- 
ponents exempt  food  and  medicine.  A  lot  of  advocates  now  are 
pushing  exempting  housing.  Once  you  do  that,  just  like  it  does  on 
the  other  proposals,  it  drives  that  single  rate  up. 

If  you  are  going  to  tax  everything,  then  you  can  drive  the  rate 
down.  Then,  you  have  an  altogether  different  political  argument. 

Chairwoman  Smith.  Also,  while  you  are  supplementing  revenue 
through  taxes  you  are  also  looking  at  the  potential  credit  back  of 
national  money  coming  back  in  refunds. 
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Well,  if  you  are  in  the  low  income  and  raising  children,  you 
spend  it  all.  I  was  wondering  why  you  discarded  that  or  if  you  had. 

Mr.  Blackwell.  As  a  final  statement,  let  me  say  that  in  my 
view —  this  is  not  necessarily  the  view  of  the  Commission,  we  ask 
our  tax  code  and  our  tax  system  to  do  too  much. 

The  only  reason  that  you  have  a  Federal  tax  structure  is  to  pay 
for  the  legitimate  costs  of  the  Federal  Government.  What  that  le- 
gitimate cost  is  is  debatable.  That's  what  the  national  forum  is 
about  and  that's  what  your  leadership  helps  us  to  decide. 

In  addition  to  raising  the  required  or  requisite  revenue  for  the 
costs  of  the  Federal  Government,  we  ask  our  Federal  tax  system 
to  redistribute  wealth  from  those  with  more  to  those  with  less  of 

it-  .  ,  . 

Third,  this  is  one  that  I  think  we  will  come  to  grips  with  particu- 
larly this  year,  is  that  we  ask  our  Federal  tax  system  and  tax  code 
to  maintain  the  political  culture  of  Washington,  DC,  that  if  you 
walk  through  the  corridors  of  the  capital,  corridors  of  power,  most 
of  the  lobbyists  who  are  there  are  there  to  get  an  inside  track  or 
favorable  advantage  or  loophole  or  what  have  you. 

One  of  the  ways,  if  you  really  want  to  sort  of  cleanse  that  cul- 
ture, whether  it  is  in  Washington  or  whether  it  is  in  Columbus, 
Ohio,  I  think  you  go  to  a  system  that  is  simple  and  stable,  easily 
understood,  and  that  is  in  fact  constructed  in  the  day  of  life  or  in 
the  light  of  day. 

So,  I  think  we  need  to  imload  a  lot  of  the  burden  that  we  have 
on  the  system  and  go  back  to  the  only  legitimate  reason  for  having 
it,  and  that  is  for  the  purposes  of  raising  a  revenue  to  pay  for  le- 
gitimate costs  of  the  Federal  Government. 

Chairwoman  Smith.  Thank  you,  Mr.  Blackwell.  We  had  one 
question  here  from  an  attendee  although  the  man  answered  it.  It 
says:  "Who  assumes  the  burden  of  capital  gains  taxes?"  At  the  bot- 
tom he  wrote  the  answer,  which  I  appreciate,  "the  unemployed."  I 
thought  that  was  very  insightful. 

I  think  you  probably  all  have  the  same  answers.  I  won't  make 
you  answer  that.  I  thank  all  three  of  you  for  all  the  work  you  have 
done  and  taking  the  time  today.  I  hope  you  continue  working  with 
this  debate  on  delivering  a  new  tax  system  in  the  next  couple  of 
years. 

Next  Mr.  LaTourette  is  going  to  introduce  the  Vice  President  and 
Treasurer  of  this  Lakeland  Community  College.  Come  forward. 

Mr.  LaTourette.  As  I  indicated  before,  those  of  us  from  the  area 
know  where  we  are.  We  are  at  Lakeland  Community  College.  The 
President  of  the  college  is  unable  to  be  with  us  today  because  he 
is  traveling,  but  he  asked  one  of  the  Vice  Presidents  and  Treasurer 
of  the  college,  Morris  Beckert,  to  drop  by  and  welcome  Mrs.  Smith 
to  Ohio  and  welcome  all  of  you. 

Mr.  Beckert.  As  always,  we  are  appreciative  of  any  opportunity 
that  we  have  to  serve  the  community.  This  is  a  great  opportunity 
for  Northeast  Ohio  to  represent  you.  We  appreciate  your  coming 
out  to  our  campus. 

The  doctor  is  not  able  to  be  here  this  afternoon  and  he  regrets 
that.  He  is  in  Chicago  attending  to  an  association  accreditation 
meeting.  Based  upon  the  weather  reports,  it  looks  like  he  may  be 
there  tomorrow,  as  well. 
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You  are  located  right  now  in  the  health  technology  building.  The 
key  word  there  is  health,  as  compared  to  sound  technology.  We  are 
working  on  that  right  now.  Hopefully,  we  will  take  care  of  that 
very  quickly  for  you. 

Again,  Mrs.  Smith  and  Congressman  LaTourette,  we  appreciate 
your  coming  out  here  and  welcome  you  to  Mentor,  Ohio. 

Chairwoman  Smith.  Thank  you.  This  is  a  nice  facility.  The  best 
testimony,  I  think,  is  the  input  we  have  had  so  far  in  the  hearings. 
With  that,  we  are  going  to  ask  the  next  panel  to  come  forward. 

Mr.  LaTourette.  On  the  second  panel  we  have  a  fine  oppor- 
tunity to  have  a  number  of  local  small  business  men  and  women 
with  us  today.  I  will  begin  at  my  left,  your  right. 

First  of  all,  we  are  pleased  to  have  with  us  Mr.  Bob  Anderson. 
Bob  is  the  President  and  CEO  of  Wiseco  Piston  here  in  Mentor, 
Ohio.  I  had  the  opportunity  to  be  out  at  Wiseco  Piston  a  couple 
weeks  ago.  I  don't  want  to  gild  the  lily,  but  I  believe  Wiseco  Piston 
is  one  of  the  foremost  piston  manufacturers  for  high  performance 
engines  in  the  world  today. 

Next  to  Bob  is  Nancy  Brown,  with  Ladies  and  Gentlemen.  Ladies 
and  Gentlemen  used  to  be  a  hair  styling  salon.  Now  it  is  huge.  I 
went  by  it  the  other  day  on  Mentor  Avenue.  You  have  branched  out 
to  a  number  of  different  activities.  I  welcome  you  today. 

The  gentleman  seated  next  to  Ms.  Brown  is  Donald  Pendleton. 
I  haven't  had  the  pleasure  of  meeting  Mr.  Pendleton.  We  called  the 
Ashtabula  Business  Round  Table  as  to  their  suggestions  as  to  who 
would  be  a  good  small  business  person  fi-om  Ashtabula  County  to 
come  and  share  his  or  her  views  before  the  committee.  Mr.  Don 
Pendleton  of  Don's  Used  Cars  was  suggested.  I  welcome  you,  Mr. 
Pendleton.  We  are  glad  to  have  you  here  today. 

Next  to  Mr.  Pendleton  is  Larry  Reber.  Larry  is  with  Stamco, 
which  is  in  Euclid,  Ohio.  Stamco  is  one  of  the  larger  organizations 
that  I  am  familiar  with,  the  Metal  Forming  Association,  here  in 
Northeastern  Ohio. 

I  had  the  chance  to  be  out  at  Stamco.  They  do  a  great  job  as  well. 
Larry,  we  welcome  you. 

Last,  but  not  least,  also  from  the  east,  in  Ashtabula  County,  is 
Mr.  Rick  Selip,  the  President  of  Grand  River  Rubber.  Rick's  com- 
pany, among  other  things,  engages  in  the  manufacture  of  rubber 
products,  the  hoses  you  may  see  in  your  car  and  gaskets  and  things 
of  that  nature. 

Personally,  I  know  Mrs.  Smith  will  extend  her  greetings  on  be- 
half of  the  committee  and  staff.  Personally,  I  am  greatly  in  your 
debt  that  you  took  time  out  of  your  very  busy  schedules  to  share 
your  insights  with  this  Subcommittee. 

Chairwoman  Smith.  I  do  want  to  thank  you,  because  we  are  sub- 
mitting every  bit  of  testimony  and  what  you  say  outside  your  testi- 
mony on  the  questions. 

We  will  be  using  that  in  submitting  recommendations  as  the  tax 
committees  proceed.  We  have  every  intention  of  scrutinizing  your 
testimony,  not  for  mistakes,  but  for  what  you  were  thinking,  be- 
cause you  are  going  to  be  the  ones  that  have  to  implement  this  and 
make  it  work  in  your  companies. 
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Some  of  you  have  bigger  companies.  Personally,  I  have  had  up 
to  125  employees.  Nothing  real  big.  I  have  gone  through  probably 
everything  in  getting  there  in  developing  business. 

I  know  the  littlest  thing  to  handle  in  transition  can  become  a 
nightmare  for  you.  My  friends  that  own  Microsoft  can  handle  those 
kinds  of  things  very  easily.  .  ,    ,,      *    j  j 

With  that,  thank  you.  We  will  start  with  Mr.  Anderson  and  go 
through  the  testimony  again  and  then  take  questions  from  all  of 
you. 

TESTIMONY  OF  ROBERT  L.  ANDERSON,  CHIEF  EXECUTIVE 

OFFICER,  WISECO  PISTON,  INC.,  MENTOR,  OHIO 
Mr.  Anderson.  There  are  three  basic  issues  I  would  like  to  ad- 
dress in  the  present  tax  code,  appreciation  of  capital  investments, 
deductibility  of  expenses,  and  a  retroactive  income  tax  m  1993.  ^ 
As  small  businesses,  we  want  to  pay  our  fair  share,  but  todays 
playing  field  puts  us  at  a  disadvantage.  Most  of  us  cannot  afford 
in-house  accounts  and  attorneys'  jobs  that  depend  upon  finding 
ways  to  save  taxes.  .  .  . 

We  don't  buy  tax  credits.  We  don't  consume  businesses  with 
larc^e  loss  carryovers.  We  simply  do  business  the  old  fashion  way. 
We°pay  dearly  for  it.  Under  today's  tax  code,  small  business  is  pay- 
ing far  more  than  its  fair  share. 

Small  business  is  under  severe  pressure  to  provide  better  work- 
ing conditions,  higher  wages,  handicap  friendly  facilities,  better  en- 
vironmental conditions.  u  <-4. 
At  the  same  time,  we  are  pressured  to  provide  more  benefits 
such  as  long  and  short-term  disability,  better  health  insurance, 
more  life  insurance,  more  vacation.                                       . 

As  a  reward  for  providing  these  jobs  in  a  secure  working  atmos- 
phere, we  get  an  increase  in  our  tax  rate  plus  the  loss  of  several 
deductions  under  the  present  system.  I  call  them  hidden  taxes. 

Having  been  in  business  locally  since  1966,  m  my  opinion  for  ex- 
panding businesses  the  present  tax  atmosphere  at  the  Federal, 
State  and  local  levels  is  the  worst  I  have  ever  seen. 

Small  businesses  are  not  downsizing.  We  are  not  turning  long- 
time employees  out  in  the  cold.  Most  of  us  are  growing  and  adding 
personnel.  We  need  these  changes  to  this  present  system  to  level 
the  playing  field.  „ 

Depreciation  was  set  up  in  the  tax  code  provided  a  return  ot 
working  capital  to  companies  that  purchased,  expanded  or  im- 
proved their  facilities.  Today  we  must  depreciate  expansions  and 
capital  proven  on  a  straight  line  basis  over  39  years. 

This  is  no  incentive  to  invest,  expand  and  provide  additional  jobs. 
Try  to  get  a  40  year  loan  from  a  bank.  Restricting  depreciation  has 
severely  cut  our  cash  flow  and  necessitates  long-term  debt. 

The  thousands  of  dollars  spent  on  interest  could  be  put  back  to 
work  internally  creating  more  jobs.  Under  the  present  system,  we 
need  incentives  to  invest  in  our  companies,  not  more  taxation. 

Depreciation  on  expansions  or  capital  improvements  should  be  no 
longer  than  15  years  the  way  .the  code  is  in  effect  today.  Deductibil- 
ity of  expenses  by  restricting  what  we  can  deduct  in  travel  and  en- 
tertainment, the  Government  is  categorizing  all  small  businesses 
as  abusers  of  the  system.  This  is  wrong. 
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We  encourage  our  salesmen  to  form  relationships  with  cus- 
tomers. It  is  a  shame  to  make  business  decisions  on  who  we  see 
or  where  we  send  sales  people  based  on  the  tax  code. 

The  present  law  goes  too  far  in  restricting  legitimate  expenses. 
A  flat  tax  would  eliminate  policing  this  area  of  the  code.  Lastly,  the 
1993  retroactive  income  tax  law;  could  I  go  to  customers  and  tell 
them  I  am  going  to  raise  prices  on  everything  they  purchased  in 
the  last  6  months?  They  would  change  suppliers.  We  do  not  have 
that  choice.  The  retroactive  tax  increase  of  1993,  in  my  opinion, 
was  the  beginning  of  the  end  of  this  present  tax  code. 

I  support  the  proposed  two-thirds  majority  vote  in  both  Houses 
of  Congress  to  raise  taxes.  Thank  you. 

[Mr.  Anderson's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you.  Ms.  Brown? 

TESTIMONY  OF  NANCY  BROWN,  OWNER,  LADIES  AND 
GENTLEMEN,  MENTOR,  OHIO 

Ms.  Brown.  Good  afternoon.  Madam  Chairwoman  and  Congress- 
man LaTourette  and  staff  members.  I  am  so  glad  that  I  was  asked 
to  participate  today.  We  have  been  talking  a  lot  about  simplifica- 
tion. That's  what  my  testimony  will  be,  pretty  simple  to  under- 
stand. 

A  little  history  of  my  business:  I  have  been  in  business  for  20 
years.  I  had  no  business  degree.  I  was  a  graduate  of  Lake  Erie 
Academy  of  Cosmetology.  I  had  absolutely  no  understanding  of 
anything  other  than  balancing  a  personal  checkbook  when  I  start- 
ed. 

I  started  with  three  employees.  The  business  grossed  $35,000  a 
year.  I  wrote  my  own  payroll  checks,  did  my  own  tax  calculations. 
This  year  I  have  62  employees  and  our  business  gross  is  $1.3  mil- 
lion. 

I  have  seen  many  benefits  fi-om  the  Government,  which  through 
the  Small  Business  Administration,  I  have  been  funded  through 
miany  loans.  I  have  been  able  to  grow  quite  well.  Some  of  the  most 
challenging  portions  of  my  business  development  have  been  in  the 
area  of  tax. 

One  of  the  main  things  I  was  told  when  I  went  into  business  was 
your  accountant  can  make  or  break  you.  My  accountant  used  to  call 
me  up  and  ask  me:  Are  you  still  in  business?  So  I  decided  it  was 
time  to  change  accountants. 

I  recall  that  I  was  given  some  very  good  advice  once.  In  our  in- 
dustry we  have  a  huge  tax  challenge  right  now,  and  that  is  that 
we  have  what  is  called  an  independent  contractor  or  booth  renter 
in  our  industry. 

This  person  can  come  into  a  salon,  rent  a  space  fi-om  a  salon 
owner,  never  claim  their  taxes,  just  come  and  go  as  they  will.  The 
Government,  upon  finding  this  out,  can  go  back  on  the  employer 
and  say  you  are  in  fact  an  employer,  not  a  hirer  of  an  independent 
contractor,  and  then  the  penalty  and  interest  is  levied  against  the 
salon  owner. 

This  is  described  in  almost  every  State  in  the  Union.  It  is  a  grow- 
ing thing,  because  it  is  easy  for  people  to  migrate  from  business  to 
business.  It  is  easy  for  a  salon  owner  to  want  to  see  that  happen, 
because  they  need  the  cash  in  flow. 
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That's  one  of  the  major  challenges  taxwise  that  faces  our  indus- 
try. Some  of  the  things  that  I  would  like  to  see  happen  are  the  sim- 
plification of  the  process,  the  end  of  the  police  state  that  the  IRS 

has  put  us  into.  ^^       ■,■, 

I  have  been  a  victim  of  this.  Once  I  had  a  bookkeeper  that  did 
not  file  a  941.  By  the  time  it  all  came  down,  it  was  $20,000  in  pen- 
alty and  interest,  which  could  have  put  me  under  at  that  point  in 
time. 

The  IRS  also  has— this  has  happened  to  myself  as  well  as  my 
employees.  Perhaps  you  had  an  ex-spouse  who  did  not  pay  their 
taxes.  The  IRS  comes  back  on  you  because  you  have  filed  in  the 
same  year  and  you  are  liable  for  those  things.  We  have  had  pos- 
sibly three  or  four  employees  that  this  has  happened  to. 

In  my  opinion,  it  is  kind  of  a  police  state,  judge  and  jury.  The 
impact  on  employees  paid  on  a  commission  basis  has  been  to  put 
them  into  a  different  tax  bracket  in  every  single  pay. 

Therefore,  it  is  a  disincentive  for  a  person  to  work  because  they 
feel  they  are  spending  all  their  money  on  taxes  so  wait  until  the 
end  of  the  year  and  perhaps  they  will  be  in  the  correct  tax  bracket. 
They  have  worked  for  their  money  the  whole  year.  I  don't  feel  this 
is  fair.  .  , 

One  other  point  on  that  is  the  senior  citizens,  which  are  receiving 
Social  Security,  are  required  to  make  only  a  certain  amount  of 
money,  and  up  until  the  time  they  are  70  years  old,  then  they  are 
able  to  make  whatever  they  want  or  won't  be  penalized  for  Social 
Security.  .  .  ,      ,,  ,       , 

I  feel  that  this  is  unfair.  I  feel  our  senior  citizens  should  be  al- 
lowed to  collect  their  Social  Security  but  earn  whatever  they  are 
able  to  earn  at  their  age.  They  are  a  very  valuable  asset  to  busi- 
nesses. 

I  hire  several  people  who  are  seniors.  They  are  great  assets.  I 
would  like  to  see  them  not  penalized  and  not  forced  to  shorten 
their  work  week  because  of  that. 

Some  of  my  concerns  about  what  I  have  come  to  understand 
about  flat  tax  is  the  potential  loss  of  deductions.  If  the  system 
should  be  restructured  instead  of  abolished,  or  what  would  be  the 
impact  on  the  accounting  and  legal  profession? 

Would  we  have  to  water  down  whatever  we  all  decide  is  good 
enough  so  we  end  up  with  just  a  simple  version  of  what  we  really 
want?  Those  are  my  concerns. 

Thank  you. 

Chairwoman  Smith.  Mr.  Pendleton? 

TESTIMONY  OF  DONALD  E.  PENDLETON,  OWNER,  DON'S  USED 
CARS,  ASHTABULA,  OfflO 

Mr.  Pendleton.  I  have  Don's  used  cars.  I  have  been  in  private 
business  approximately  45  or  more  years.  I  have  been  involved  in 
taxes  always  because  I  have  to  be. 

By  the  way,  I  want  to  thank  the  people  here  and  Mr.  LaTourette, 
and  I  appreciate  the  opportunity  to  be  here. 

Too  many  of  us  appreciate  the  status  quo.  We  must  become  in- 
volved. We  are  at  stake.  Get  rid  of  Government  supremacy.  Hillary 
Clinton  replied  to  a  newsman's  question:  "I  am  not  interested  in 
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small,  under-capitalized  entrepreneurs."  That's  me,  for  one,  she  is 
speaking  of. 

I  have  passed  up  many  business  expansion  opportunities  because 
of  fear,  confusion,  restraints  and  intervention  of  Government  and 
tax.  Let's  take  the  fear  out  of  tax. 

Delete  the  IRS,  who  shouldn't  intimidate  the  citizens.  Make  the 
tax  equal  for  all.  Let's  grow  on  our  own  incentives  and  plan  our 
own  future  nest  egg  without  capital  gains  tax  to  retard  this  per- 
sonal dream  and  plans. 

Encourage  this  practice.  Get  Government  off  our  backs.  God  gave 
me  knees  to  bow  upon  and  a  brain  to  create  and  achieve  with.  Let 
us  create  and  achieve  standing,  not  bowing  down  to  the  unneces- 
sary harassment  of  a  ruler,  the  "tax  tyrant." 

The  Government  is  a  coordinating  Agency,  not  our  mommy  and 
daddy.  Let's  have  encouragement,  not  suppression.  Let  these  tax 
reforms  nurture  the  common  sense  and  talents  of  all  Americans. 
Awaken  a  sleeping  giant:  the  people.  Don't  lean  on  me.  I'm  not  a 
tree.  I'm  just  a  simple  doer  as  anyone  can  see,  so  share  with  me 
as  I  will  share  with  you,  and  see,  with  us  together,  how  much  bet- 
ter we  can  do. 

Delete  capital  gains.  Make  retirement  savings  a  free  right.  We 
the  people  own  the  great  USA.  Without  we  the  taxpayers,  there 
would  be  no  tax  bill  to  reform. 

Let's  release  the  potential  within  each  of  us,  and  delete  fear,  con- 
fusion, red  tape,  and  most  paper. 

Get  rid  of  the  Internal  Revenue  Service.  It  is  no  service  to  any- 
one but  itself.  Form  the  American  Tax  Office,  for  example,  instead 
of  the  IRS. 

It  has  been  said  pro  is  the  opposite  of  con,  so  progress  for  40 
years  was  the  opposite  of  Congress.  Let's  change  this  with  an  equi- 
table tax  bill  and  gain  tax  revenue  by  more  productivity  by  entre- 
preneurs. Release  our  energy  and  see. 

I  am  in  favor  of  most  of  the  tax  bill  from  the  Kemp  Commission. 
I  hope  an  equal  percent  of  tax  for  all  taxpayers  similar  to  a  flat 
tax  will  come  about.  Loopholes  are  not  needed. 

Less  tax  means  more  product.  If  we  were  to  look  from  another 
side  of  the  ocean,  we  would  think  "what  a  corrupt  tax  system  the 
USA  has.  Let's  form  a  partnership  of  Government  and  the  people, 
and  have  faith  and  love  for  our  great  country  again  with  trust.' 
Congress  can  do  it.  Let's  go. 

Chairwoman  Smith.  Thank  you. 

TESTIMONY  OF  LARRY  REBER,  GENERAL  MANAGER,  STAMCO 
INDUSTRIES,  INC.,  EUCLID,  OHIO 

Mr.  Reber.  I  also  would  like  to  thank  you  for  this  opportunity. 
I  think  in  our  industry  people  talk  about  metal  forming,  and  a  lot 
of  times  you  don't  know  what  we  are  talking  about. 

This  happens  to  be  one  piece  that  we  make.  We  make  about  4 
million  pieces  similar  to  this  every  year. 

Chairwoman  Smith.  What  does  that  do? 

Mr.  Reber.  This  half  goes  together  with  this  half  like  that.  If  you 
look  underneath  the  hood  of  your  car,  there  is  a  master  cylinder. 
This  is  the  brake  that  creates  the  power  for  your  brakes  to  work. 
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These  came  right  off  the  press  a  couple  of  hours  ago.  The  issue 
is:  For  us  to  make  this  part  and  sell  it  for  $1.16.  Steel  costs  us  half 
the  price  of  this  part.  That  means  that  we  get  approximately  55 
cents  to  make  this  part. 

In  order  for  to  us  make  that  part,  we  had  to  invest  over  $4.5  mil- 
lion for  a  machine  to  make  it.  Mr.  LaTourette  has  seen  the  ma- 
chine that  makes  this  part. 

Not  only  did  we  have  to  invest  in  a  machine,  but  we  had  to  hire 
about  20  people  who  run  this  machine  24  hours  a  day,  6  days  a 
week.  We  had  to  build  a  building.  We  had  to  improve  quality,  be- 
cause not  only  do  we  have  to  make  4  million  of  these,  but  we  have 
to  make  4  million  without  a  defect. 

Our  customer,  the  auto  industry,  has  a  policy  of  zero  defect.  That 
leads  to  the  tax  law.  What  changes  do  we  need  to  unleash  the 
American  business?  Basically,  a  lot  of  the  things  I  have  to  say  have 
already  been  said  today. 

A  couple  things  are  different.  One  is  the  layers  of  tax.  We  talk 
about  the  Federal  tax  bill.  There  is  Federal  tax.  There  is  State  tax. 
There  is  property  tax.  There  is  real  estate  tax.  There  are  also  with- 
holding taxes.  ,     ,  1       1,    , 

In  our  particular  business,  when  you  schedule  all  these  taxes 
out,  after  you  subtract  our  material  costs,  which  is  50  percent  of 
our  contribution  to  the  sales,  that  is  one  dollar  out  of  every  five 
that  we  sell.  Of  our  sales  price,  one  dollar  of  every  five  goes  to 
some  tax  Agency. 

That's  pretty  restrictive  when  you  are  talking  about  20  percent 
of  what  we  create  goes  to  the  Government  Agency  somewhere. 
These  taxes  need  to  be  reduced,  simplified,  or  eliminated.  Every 
one  of  them  has  their  own  level  of  hierarchy,  paperwork,  and  Gov- 
ernment intervention. 

The  second  point  I  would  like  to  make  is  on  the  constant  change. 
Since  we  have  been  in  business — Stamco  started  in  1983  as  a  com- 
pany with  seven  people — now  we  are  at  140  people.  Somewhere  we 
have  employed  133  new  people  in  a  business. 

Since  that  time,  the  constant  change  in  the  tax  law  makes  it  im- 
possible to  plan,  impossible  to  budget  to  buy  another  press.  Right 
now  we  need  desperately  to  buy  another  press  like  the  one  we  have 
to  handle  the  increased  volume  that  is  available. 

Third,  the  problem  is  being  able  to  finance  such  new  equipment. 
As  Mr.  Anderson  brought  up,  the  depreciation  life  on  a  building  is 
40  years.  There  is  no  such  thing  as  a  40-year  loan. 

The  depreciation  life  on  equipment  is  7  years,  or  if  you  do  an  al- 
ternative minimum  tax,  you  may  get  12  years.  There^  is  no  such 
thing  as  a  7-  or  12-year  loan  for  equipment.  Banks  won't  do  it.  You 
may  get  7.  Most  likely  you  will  get  5. 

You  have  a  deficit  cash  flow  in  those  years  which  small  business 
can't  afford.  We  don't  have  the  option  to  go  to  the  equity  markets 
to  get  money.  From  that  standpoint,  the  cost  of  recovery  needs  to 
be  drastically  changed.  .      vx-  j 

Lives  have  to  be  made  realistic.  The  system  has  to  be  simplified. 
Right  now  you  could  be  required  to  keep  over  five  sets  of  deprecia- 
tion schedules  on  the  same  asset,  countless  wasted  hours,  countless 
inefficiency.  The  whole  thing  creates  nothing. 
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Fourth,  the  complexity  of  the  tax  code.  Every  year  there  is  an  ex- 
ercise done  by  one  of  the  large  agencies  that  sends  out  a  tax  prob- 
lem for  the  accounting  firms  to  do.  I  think  there  are  50  of  them 
sent  out  to  50  different  accounting  firms,  law  firms,  tax  preparers. 
I  think  the  IRS  Agency  gets  involved.  Most  years  there  are  50  dif- 
ferent answers,  of  which  none  may  be  right. 

In  that  sort  of  an  environment,  the  common  man  or  common  per- 
son looks  at  the  system  and  says:  Whv  should  I  try?  If  50  experts 
couldn't  do  it  right,  why  should  I  try?  That's  why  you  don't  have 
a  lot  of  confidence  in  the  tax  law.  You  don't  have  a  lot  of  voluntary 
compliance. 

Fifth,  retirement  plans.  In  order  to  entice  small  businesses  to  do 
retirement  plans,  you  need  to  provide  the  owner  or  the  executive 
that  runs  the  business  some  incentive.  Over  the  last  10  years  the 
incentives  for  the  owner  of  most  small  businesses  have  been  de- 
creasing, in  which  case  you  are  going  to  see  a  decrease  going  into 
the  private  retirement  plans. 

Same  thing  with  health  care.  Every  day  you  hear  the  President 
and  the  first  lady  talk  about  health  care,  and  they  want  all  busi- 
nesses to  support  health  care.  Yet,  when  you  operate  a  company 
such  as  we  do  in  the  S  Corp  environment  under  current  tax  laws, 
a  small  business  owner  doesn't  get  the  deduction  for  health  care! 

What  do  you  think  is  going  to  happen  when  the  small  business 
owner  doesn't  get  the  deduction?  In  many  cases  the  employees 
won't  get  the  benefit.  You  are  defeating  their  purpose  by  the  tax 
law. 

The  final  point  I  would  like  to  make  is  deal  with  competition 
with  welfare.  There  are  a  limited  number  of  people  out  there  to  do 
the  job.  We  happen  to  be  very  labor  intensive  in  the  work  that  we 
do.  We  are  constantly  competing  with  welfare  in  order  to  get  people 
to  work  and  to  keep  them  there. 

We  have  many  people  who  want  to  work  3  days  a  week  or  4  days 
a  week  because  they  have  made  the  amount  of  money  that  they 
need  to  make.  If  they  make  any  more,  they  will  lose  their  welfare 
benefits. 

It  is  one  thing  to  compete  against  a  business  down  the  street  or 
another  business  across  town,  but  it  is  very  difficult  to  compete 
with  the  Government,  considering  we  are  supporting  the  Govern- 
ment and  we  are  paying  for  it  and  we  can't  get  the  employee  to 
come  to  work  because  he  will  lose  a  benefit.  Something  has  to  be 
restructured  there. 

Finally,  I  do  support  a  massive  change  to  the  tax  law.  I  do  think 
it  needs  to  be  completely  rewritten.  It  needs  to  be  simpler,  fairer, 
and  most  of  all,  more  stable. 

Thank  you. 

[Mr.  Reber's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you.  Mr.  Selip? 

TESTIMONY  OF  RICHARD  SELIP,  PRESIDENT,  GRAND  RIVER 
RUBBER  AND  PLASTICS,  ASHTABULA,  OHIO 

Mr.  Selip.  Chairwoman  Smith,  Congressman  LaTourette,  thank 
you  very  much  for  the  opportunity  to  come  to  speak  with  you  today. 

"Cash.  When  you  have  enough,  it  doesn't  matter.  When  you  don't 
have  enough,  nothing  else  matters."  Author  unknown. 
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As  a  small  business  owner,  this  is  the  axiom  I  have  lived  with 
for  the  last  20  years.  Grand  River  Rubber  Plastics  is  a  small  manu- 
facturer of  dense  rubber  products  located  in  Ashtabula,  Ohio. 

Founded  in  1976  through  the  purchase  of  the  former  Dunn  Rub- 
ber Plastics  Company,  we  have  grown  from  42  employees  with 
sales  of  $750,000  to  130  employees  with  a  sales  of  $15,000,000. 

I  believe  we  have  accompHshed  this  while  being  good  employers, 
paying  a  fair  wage,  and  being  good  corporate  citizens  supporting 
the  community  in  which  we  work  and  live.  Our  average  shop  floor 
employee  earned  $35,000  in  1995  with  many  earning  between 
$40,000  and  $50,000  without  excessive  overtime  being  required  to 
accomplish  those. 

Our  total  payroll  for  1995  was  $4,350,000.  My  compensation  was 
approximately  five  times  that  of  our  higher  paid  hourly  employees. 
As  you  can  see,  we  feel  a  strong  commitment  to  our  employees  to 
offer  them  opportunity  while  meeting  the  ever  increasing  needs  of 
our  customers. 

Why  is  this  significant  to  today's  hearing?  It  is  only  because  how 
and  what  the  Government  requires  of  us  in  taxes  bears  a  direct  re- 
lationship to  our  ability  to  keep  this  organization  viable  and  grow- 

As  we  consider  the  demand  of  today's  economy,  there  are  several 
things  that  are  painfully  clear  to  us.  Number  one,  companies  that 
require  price  increases  to  maintain  or  grow  their  bottom  line  will 
not  survive  to  the  year  2000. 

Number  two,  companies  that  do  not  make  the  commitment  to 
grow  with  their  customers  will  find  their  customers  leaving  for  sup- 
pliers who  will.  We  believe  the  answer  to  these  two  challenges  are 
through,  number  one,  waste  reduction  in  both  materials  and  man- 
power; number  two,  automation,  without  loss  of  jobs  or  reduced  op- 
portunity. 

Seems  simple  enough,  right?  But  the  real  challenge  that  lies 
ahead  is  finding  the  capital  to  fund  all  that  we  need  to  accomplish 
to  survive  in  what  is  now  a  world  economy,  and  having  the  return 
be  worth  the  risk. 

As  my  partners  and  I  gather  each  year  at  our  annual  meeting 
to  review  our  progress  and  plan  our  future,  we  look  at  three  issues. 
Number  one,  what  are  we  risking  and  what  are  the  costs  of  grow- 
ing the  franchise? 

Number  two,  will  it  better  serve  our  customers  and  their  needs? 
Number  three,  will  it  create  long  term  well  paying  jobs?  Discus- 
sions of  each  of  these  items  always  seem  to  revolve  around  where 
do  we  get  the  cash  to  finance  this  growth? 

One,  can  we  borrow  it  from  the  bank?  Sure  we  can  and  have. 
Over  the  last  2  years  we  have  invested  in  excess  of  $1  million  dol- 
lars in  new  equipment  and  technology  and  borrowed  heavily  to  do 
so. 

Number  two,  can  we  generate  cash  internally?  Sure  we  can  and 
have  as  we  have  been  profitable  in  each  of  our  20  years  of  business. 
As  a  Sub  S  corporation,  during  1996,  we  will  need  to  distribute 
more  than  one-half  of  the  cash  we  will  generate  through  earnings 
to  just  pay  the  tax  liabiHty  on  our  1995  and  estimated  1996  earn- 
ings. 
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We  will  use  another  approximately  30  percent  to  reduce  long- 
term  debt  already  incurred  leaving  little  enough  to  finance  the 
growth  of  the  business.  We  are  unable,  like  larger  corporations,  to 
raise  capital  by  issuing  stock  or  corporate  bonds.  Eventually,  we 
will  reach  the  borrowing  limit  from  our  traditional  sources. 

Unfortunately,  we  are  also  faced  with  the  reality  that  under  the 
current  tax  laws  we  are  at  the  point  of  greatly  diminishing  returns. 
When  we  add  together  just  the  obvious  tax  liabilities  and  cost  of 
money  of  a  Sub  S  corporation,  we  are  struck  by  what  appears  to 
be  an  unfavorable  risk/reward  relationship. 

Federal  income  tax  is  at  39.6  percent^-blended.  The  State  in- 
come tax  is  at  7.5  percent — blended.  Local  income  tax  is  1  percent. 
Cost  to  borrow  money  right  now  for  us  is  9  percent.  That's  almost 
57.1  percent. 

The  bottom  line  is  that  when  we  grow  we  don't  just  risk  the  ex- 
pansion, we  risk  the  whole  franchise.  But,  we  know  if  we  do  not 
grow  and  continue  to  meet  the  needs  of  our  customers,  someone 
else  will. 

We  are  not  unique  in  our  product,  only  in  our  approach  to  serv- 
ing our  customers.  If  we  cease  to  exist  tomorrow,  a  competitor  will 
step  in  to  fill  the  void. 

How  should  the  Government  help  small  businesses  grow  and  con- 
tinue to  create  80  plus  percent  of  the  jobs?  I  believe  the  answer  is 
simply  to  encourage  growth  through  investment. 

Some  of  the  issues  which  stifle  investment  that  need  to  be  ad- 
dressed are,  number  one,  the  need  for  an  investment  tax  credit; 
number  two,  allowing  accelerated  depreciation  or  greater  current 
tax  year  write-off;  three,  leveling  the  tax  rate  between  Sub  S  and 
C  corporations;  four,  elimination  of  the  alternative  minimum  tax. 

I  believe  incentives  can  be  created  that  encourage  investments 
and  allow  small  businesses  to  grow  to  their  greatest  potential. 
Don't  forget  a  rising  tide  floats  all  boats. 

I  also  support  the  recommendations  of  the  Kemp  Commission 
and  the  "tax  test"  as  described,  not  only  for  our  business  but  also 
for  our  emplovees.  We  do  not  need  a  tax  system  that  provides  dis- 
incentives rather  than  incentives  to  work  and  save. 

Personally,  I  look  at  the  additional  hours  each  week  I  am  going 
to  have  to  work  managing  a  business  that  is  growing.  Is  there  the 
reward  there? 

I  have  talked  to  many  of  our  employees,  and  they  become  reluc- 
tant to  work  the  overtime  our  customers  sometimes  require  be- 
cause they  view  it  as  just  more  money  to  taxes  with  little  increase 
in  take-home  pay. 

Specifically,  the  issue  of  deductibility  of  payroll  taxes  would  go 
a  long  way  to  encourage  people  to  work  the  additional  hours  and 
improve  their  standard  of  living. 

Let  me  be  clear  on  one  issue,  if  nothing  else,  I  am  committed  to 
paying  my  fair  share  of  taxes.  I  am  not  looking  for  a  free  ride  or 
hand-outs.  I  only  ask  for  a  level  playing  field  as  we  try  to  compete 
globally. 

I  ask  for  a  reasonable  return  on  my  investment  of  money  and 
time,  and  the  opportunity  to  offset  the  risk  with  reward. 

I  have  enjoyed  the  last  20  years,  during  which  time  I  have  seen 
our  business  double  every  4  to  5  years.  I  would  very  much  like  to 
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see  this  growth  continue.  Creating  opportunity  for  our  employees 
and  providing  value  to  our  customers  is  what  we  are  all  about. 

Please  provide  us  with  a  chance  to  continue  to  do  this. 

[Mr.  Selip's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you. 

Mr.  LaTourette.  Thank  you,  madam  Chairman.  I  want  to  thank 
each  of  you  for  not  only  taking  time  out  of  your  days  to  come  and 
testify  but  to  give  us  really  excellent  testimony. 

Mr.  Pendleton,  it  will  be  a  long  time  before  I  forget  this  dif- 
ference between  progress  and  Congress.  I  want  to  thank  you  for 
that  example. 

Just  as  an  aside,  the  Chairwoman  of  this  Subcommittee,  Mrs. 
Smith  from  Washington,  she's  sort  of  been  hiding  her  light  under 
a  bushel  basket,  but  she  is  one  of  the  vaunted  freshmen,  as  am  I, 
in  the  104th  Congress. 

She  has  been  on  a  number  of  issues  that  don't  necessarily  bear 
on  this  particular  hearing  today,  but  the  gift  ban,  when  Members 
of  Congress  can  get  gifts,  lobbying.  Now  she  is  very  hard  at  work 
on  campaign  finance  reform. 

Hopefully  Mrs.  Smith  will  begin  to  make  Congress  equal  to 
progress,  not  only  in  the  business  world  but  in  many  others  as 
well.  Rick,  I  want  to  start  with  you  if  I  may. 

The  last  time  I  had  the  pleasure  of  being  out  at  Grand  River  we 
were  sitting  in  your  conference  room.  I  didn't  take  notes  on  that 
day.  I  think  that  I  remember  you  saying  that  in  your  business — 
and  you  talked  about  the  growth  of  your  business  over  the  years 
and  the  fact  that  at  the  end  of  the  year  you  and  your  partners  have 
to  sit  down  and  take  stock  of  where  you  have  been  and  where  you 

are  going  to  go.  ^   .      u  .  i.-  • 

I  think  you  said  to  me  that  you  have  a  choice  between  hirmg 
more  employees  and  getting  people  to  work  and  paying  your  taxes. 
Did  I  fairly  summarize  that? 

Mr.  Selip.  Yes. 

Mr.  LaTourette.  Is  that  in  fact  a  rock  and  a  hard  place  in  which 
you  find  yourself  as  you  figure  out  whether  you  are  going  to  grow 
in  Grand  River  Rubber  or  not? 

Mr.  Selip.  Always.  I  think  the  difficult  thing  for  people  to  under- 
stand is  the  amount  of  cash  it  takes  to  run  a  business.  As  I  tried 
to  point  out  in  my  testimony,  twice  a  year  we  have  to  come  up  with 
approximately  $75,000  in  February  and  in  August  to  pay  workers' 
compensation  benefits. 

We  are  on  a  60  percent  credit.  We  do  a  fine  job  with  our  safety 
program,  but  that's  $150,000  worth  of  cash  we  have  to  come  up 
with.  We  pay  cost  of  living  four  times  a  year.  That  amounts  to 
about  $300,000. 

We  have  just  ongoing  cash  needs.  The  15th  of  April  is  a  terrible 
time  for  us,  because  we  have  to  distribute  to  the  three  of  us,  the 
three  owners,  monies  required  to  pay  the  taxes  for  the  balance  of 
'95  tax  liability  and  the  first  estimated  1996  tax  liability. 

On  the  basis  of  a  Sub  S  corporation  we  are  paying  taxes  on  all 
earnings.  As  I  pointed  out  in  my  testimony,  we  would  really  love 
to  be  able  to  use  more  of  that  cash  to  automate,  buy  new  tech- 
nology, grow  the  business. 
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Again,  if  we  don't  grow  the  business,  one  of  our  competitors  will. 
We  have  customers  that  are  trying  to  grow.  We  are  fortunate  to 
have  customers  that  are  consistently  growing.  We  have  to  grow  to 
meet  their  needs. 

We  have  to  have  the  capital  to  do  it.  As  hard  as  we  work  on  our 
relationship  with  the  bank,  eventually  those  traditional  lines  of 
borrowing  are  going  to  run  dry.  They  are  going  to  get  to  the  point 
where  our  ratios  just  don't  justify  additional  loans. 

We  have  got  to  be  able  to  generate  cash  internally.  It  is  tough. 
It  is  very,  very  difficult. 

Mr.  LaTourette.  Thank  you. 

Chairwoman  Smith.  As  you  discussed  that,  I  have  some  ques- 
tions I  may  submit  to  you  in  writing  as  to  your  decisionmaking  be- 
hind being  a  Sub  S  corporation.  I  realize  some  of  our  behavior  is 
being  directed  by  the  tax  code. 

Mr.  Selip.  I  just  answered  that  in  1991  there  was  no  discrimina- 
tion between  Sub  C  and  Sub  S  corporations.  That's  when  we  con- 
verted. In  1993  there  was  about  a  5  percent  spread  between  C  cor- 
poration and  S  corporation  tax  rates. 

We  can't  change  for  10  years  without  paying  a  penalty. 

Chairwoman  Smith.  We  need  to  discuss  that  issue  and  maybe 
find  a  way,  because  the  need  for  tax  simplification  is  one  in  which 
a  lot  of  people  are  caught.  I  think  it  takes  3  years.  Whatever  we 
do,  the  people  can  accept  it  or  help  us  design  it.  In  the  meantime, 
some  people  are  caught  in  an  interesting  position. 

Mr.  Selip.  They  are  always  going  to  be.  I  guess  stealing  from 
Nike,  "just  do  it."  "Just  do  it."  One  comment  on  Bill  Gates,  I  really 
don't  care  what  happens  to  Bill  Gates,  because  not  one  bit  of  what 
happens  to  Bill  Gates'  taxes  are  going  to  affect  my  life  or  any  of 
the  people  who  work  with  me  nor  does  he  represent  an  amount 
measurable  to  a  percentage  of  the  amount  of  tax  paid  in  the  United 
States.  Quit  worrying  about  Bill  Gates.  It  is  not  going  to  change 
his  style  one  way  or  the  other. 

Chairwoman  Smith.  But  his  brother,  that  started  at  the  same 
time,  doesn't  like  the  idea  that  Bill  won't  pay  more  tax  than  he 
does. 

Mr.  Selip.  That's  brothers.  You  know  how  brothers  are. 

Chairwoman  Smith.  I  did  have  a  question  of  you,  and  the  others 
can  answer  too.  In  your  business,  what  type  of  capital  do  you  need, 
how  often  do  you  have  to  buy  new  equipment  with  the  change  in 
technology,  computerization,  et  cetera? 

Things  move  so  quickly  that  depreciation  is  something  that — you 
buy  new  before  you  are  halfway  through  anything  because  there  is 
a  new  idea  out  there. 

I  have  favored  expensing  investments.  I  have  generally  over  the 
years  favored  more  quicker  depreciation  or  expensing.  The  part  I 
have  liked  about  most  of  the  flat  tax  plans  is  that  they  allow  total 
costs  up  front. 

You  carry  expenses  forward  and  therefore  keep  your  capital.  I 
have  seen  greater  capital  created  because  if  you  don't  pay  50  per- 
cent of  the  tax,  you  can  keep  it.  Have  you  looked  at  that? 

You  mentioned  the  investment  tax  credits  being  put  back  in.  I 
have  a  tendency  to  say  expense  everything  forward  instead. 
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Mr.  Selip.  I  also  mentioned  greater  tax  year  expensing  or  depre- 
ciation. The  bottom  line  is  that,  again,  it  gets  back  to  cash.  When 
we  have  to  buy  new  equipment,  we  have  to  come  up  with  cash  to 
do  it  regardless  of  when  we  write  that  off  or  over  what  period  of 
time  we  depreciate  it.  The  cash  is  needed  now. 

Certainly,  if  we  expense  all  the  equipment  in  the  year  purchased, 
that  would  greatly  aid  us  in  leveling  when  the  cash  is  needed  and 
expensed. 

Chairwoman  Smith.  It  seems  to  be  an  easier  way  to  let  people 
keep  their  money  and  put  it  back  into  more  job  creation,  more  cap- 
ital creation.  To  me,  it  just  seems  to  be  something  that  works  well 
for  everyone.  That's  why  I  wanted  to  ask  the  question. 

Mr.  Selip.  Again,  you  are  caught  in  between.  You  have  people 
who  have  invested  in  technology  over  the  last  few  years  as  we 
have.  If  there  were  a  change  in  the  tax  laws,  we  might  be  caught 
in  that  transition. 

I  would  rather  worry  about  how  we  can  fix  it  for  the  future  rath- 
er than  worry  about  what  we  can't  undo  for  the  past. 

Mr.  Reber.  We  have  got  the  same  issue.  Our  business  is  highly 
capital-intensive.  Our  factory  is  old.  We  do  a  lot  of  hand  operation. 
In  order  for  us  to  compete,  by  the  year  2000,  we  will  probably  have 
to  invest  about  12  or  $15  million. 

We  are  a  small  business.  We  generate  about  a  million  dollars  a 
year.  We  invest  in  capital  every  year  out  of  cash  flow.  Up  and 
above  that,  we  are  going  to  have  to  come  up  with  somewhere  be- 
tween $12  and  $15  milhon. 

In  order  to  compete  in  the  auto  industry  today,  they  want  6  per- 
cent of  price  reduction  every  year.  Basically,  all  industry  is  the 
same. 

Everybody  wants  more  for  less  and  better.  The  only  way  to  do 
that  is  bigger  and  better  equipment  and  technology.  That  costs 
money. 

Mr.  Pendleton.  I  want  to  suggest  that  if  I  could  mvest  that 
many  millions  in  my  used  car  lot  I  would  have  the  best  lot  in  the 
United  States  of  America.  I  am  in  there  too. 

Chairwoman  Smith.  Mr.  Anderson? 

Mr.  Anderson.  I  would  just  like  to  say  that  depreciation  of 
equipment,  I  am  less  concerned — if  we  could  do  it  over  a  shorter 
period  of  time  than  taking  the  immediate  expense  on  it. 

It  is  kind  of  nice  to  have  an  even  flow  of  depreciation  over  a  few 
years  than  taking  one  big  hit  one  year  and  maybe  not  hardly  any- 
thing the  next. 

I  am  of  the  opinion  that  I  would  like  to  see  it  over  a  shorter  pe- 
riod, but  I  would  like  to  be  able  to  have  a  smoother  flow  of  depre- 
ciation. I  think  that  would  help  our  accounting. 

Chairwoman  Smith.  Thank  you,  Mr.  Anderson. 

Mr.  LaTourette.  Ms.  Brown,  you  were  commenting  on  senior 
citizens.  That  has  come  up  a  couple  times  during  the  course  of  this 
discussion. 

Although  it  is  not  necessarily  a  tax  consequence  that  flows  to  the 
business,  I  think  you  expressed  the  view  that  we  shouldn't  be  pe- 
nalizing seniors  earning  $11,288  today;  that  if  a  senior  earns  more 
than  that  during  the  course  of  the  calendar  year,  he  or  she  doesn't 
get  the  benefits. 
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There  is  a  provision  now  again  that  Congress  continues  to  grap- 
ple with  that  we  intend  to  attach  to  portions  of  the  budget  when 
we  have  the  opportunity.  It  is  called  the  Senior  Citizens  Earning 
Act.  It  proposes  increasing  that  limit  to  $30,000  by  the  year  2000 
and  no  longer  punishing  people. 

I  think  that  Larry  posed  the  same  question  that  you  are  talking 
about.  It  is  productive  when  we  have  programs  and  disincentives 
to  people  going  in  the  work  force  and  actually  becoming  productive, 
particularly  those  seniors  that  choose  to  keep  working  certainly 
have  the  opportunity  to  do  that. 

I  want  to  go  back  and  understand  this  depreciation  business  for 
a  minute  because  almost  all  of  you  mentioned  it  in  your  discussion, 
and  it's  received  a  round  going  over,  but  you  will  have  to  excuse 
me  because  broken  down  country  prosecutor,  one  of  the  lawyers, 
people  who  cry,  so  my  experience  doesn't  go  into  the  depth  that 
maybe  yours  does  or  our  Chairman's  today. 

You  mentioned  that  you  may  have  five  different  depreciation 
schedules  on  one  asset.  Can  you  explain  to  me  how  that  would 
work? 

Mr.  Reber.  Almost  everybody  is  into  it.  First  of  all,  you  have 
your  book  depreciation,  which  is  subject  to  GAP  provisions,  which 
is  generally  accepted  accounting  principles. 

Second,  you  have  your  tax  depreciation,  which  for  the  most  part 
is  MACP.S,  M-A-C-R-S.  You  will  have  alternative  minimum  tax. 
You  may  be  subject  to  amortization  depreciation. 

Finally,  you  are  subject  to  some  sort  of  depreciation  schedule  for 
personal  property  tax.  It  is  totally  different  than  all  the  rest  of 
them. 

Some  States  may  be  different.  Ours  doesn't  happen  to  be.  Per- 
sonal property  is  different.  You  can  get  into  five  levels  of  tax  depre- 
ciation, all  that  computes  to  two  sets  of  tax  returns. 

Chairwoman  Smith.  How  oflen  were  they  put  into  place  to  make 
sure  no  one  got  out  of  paying  taxes,  like  the  alternative  minimum 
taxes? 

Mr.  Reber.  Yes. 

Mr.  LaTourette.  The  same  or  different  proposal,  and  Mr.  An- 
derson was  testifying  and  he  indicated,  and  I  think  everyone 
agreed,  its  impact  is  39  years  when  you  can't  receive  financing  for 
that  39-year  period. 

The  length  of  time  on  personal  property  the  average  is  in  excess 
of— Bob,  you  said  no  more  than  15  years  was  your  recommenda- 
tion. That's  an  acceptable  time  period,  shorter,  less? 

Mr.  Reber.  I  think  what  you  should  do  is  look  back  in  history 
in  1980  or  1981  when  the  Reagan  tax  reform  went  into  effect.  The 
tax  depreciation  was  in  existence  then. 

What  did  that  do  to  capital  spending?  You  say  tripled  it.  I  will 
believe  you.  I  don't  have  numbers.  It  was  a  very  simple  easy  work- 
able system,  and  it  spurred  investment  like  crazy. 

Chairwoman  Smith.  It  leveled.  It  spurred.  It  leveled.  That's  what 
we  are  talking  about.  If  we  reduce  capital  gains  now,  there  would 
be  a  spur  up  of  how  long  would  vou  say  before  it  drops  down? 

Mr.  Reber.  I  think  it  will  always  do  that.  You  have  a  certain 
level  when  you  run  out  of  cash. 
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Mr.  LaTourette.  I  think  Rick  correctly  used  the  quote  attrib- 
uted to  John  F.  Kennedy.  That  really  is  the  contention  we  see  now 
in  this  debate  in  dealing  with  small  businesses;  that  some  view  cut- 
ting taxes  thereby  depriving  Government,  according  to  the  school 
that  I  don't  share,  and  don't  think  Mrs.  Smith  shares,  that  we 
somehow  damage  the  ability  of  the  Government  to  survive. 

That  sort  of  flies  in  the  face  of  the  experience  on  the  tax  rates 
on  everyone,  incuding  small  business.  Those  who  like  having  a  lot 
of  money  in  Washington  get  more  dough  to  spend  on  their  pet 
projects  based  upon  the  fact  that  folks  with  capital  are  willing  to 
put  their  capital  in  play.  Thank  you. 

Chairwoman  Smith.  I  have  a  question  this  panel  hasn't  ad- 
dressed that  we  are  finding  vital  as  we  travel,  especially  in  farm 
areas.  That  is  the  inheritance  tax  and  the  amount  of  capital  drain- 
ing out  of  business  on  insurance  dividing  primary  property. 

Are  any  of  you  paying  insurance  to  the  point  that  you  would  like 
to  discuss  that  publicly,  and  would  you  like  to  comment  on  inherit- 
ance tax? 

What  is  the  estate  tax  making  you  do  right  now  in  your  business 
that  you  might  do  different  should  you  not  have  the  tax?  We  can 
start  with  anyone. 

Mr.  Reber.  We  spend  probably  $100,000  a  year  on  life  insurance 
just  to  protect  the  business  from  inheritance  taxes. 

Chairwoman  Smith.  That's  just  straight,  just  insurance? 

Mr.  Reber.  It  is  the  whole  life  insurance  policy.  It  is  not  the 
term  insurance.  It  is  the  whole  life  insurance  policy  set  up  through 
all  the  necessary  trusts  so  it  doesn't  get  in  the  estate,  with  all  the 
proper  tax  planning  to  do  that. 

Chairwoman  Smith.  What  does  it  cost  for  an  average  employee 
with  benefits  and  everything? 

Mr.  Reber.  Per  hour? 

Chairwoman  Smith.  Per  year? 

Mr.  Reber.  For  that  insurance? 

Chairwoman  Smith.  If  you  have  an  average  employee — when  I 
hear  employees,  I  know  it  will  cost  $50,000  to  $60,000  per  em- 
ployee for  the  House.  What  is  your  average  employee  costing  you? 

Mr.  Reber.  About  $35,000. 

Chairwoman  Smith.  We  are  talking  about  three  employees  that 
you  could  employ  if  you  didn't  pay  that? 

Mr.  Reber.  To  maintain,  to  get  more  work. 

Mr.  Anderson.  We  spend  40  percent  of  the  employees'  wages  in 
benefits,  which  we  include  as  many  benefits  as  we  can.  We  are  a 
company  that  has  grown  from  a  very  small  company  to  a  reason- 
able size  company. 

Most  of  the  people  have  been  with  us  a  long  period  of  time,  and 
we  probably  go  out  of  our  way  and  give  better  benefits  probably 
than  most  companies,  but  it  is  very,  very  expensive. 

Chairwoman  Smith.  You  are  an  older  company.  If  we  were  to 
change  this  tax  system,  or  you  are  one  with  employees  that  you 
have  longer  so,  your  labor  may  be  higher  than  a  new  company. 

If  I  came  in  and  competed  against  you,  I  capitaHzed  heavily  and 
had  new  employees,  I  could  probably  wipe  you  out  under  the  flat 
tax  system. 
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Mr.  Anderson.  Not  so.  It  is  technology,  developing  the  tech- 
nology over  a  period  of  time.  You  can  buy  the  same  equipment  we 
have,  but  you  don't  have  the  same  technology. 

Chairwoman  Smith.  You  think  that  you  could  compete?  Some 
people  are  really  concerned  about  the  competitive  edge  of  the 
change.  You  think  even  if  I  had  no  tax  for  3  years  carrying  my 
equipment  forward,  you  could  compete  with  that  edge  that  I  would 
have  over  you  in  the  market? 

Mr.  Anderson.  That's  a  loaded  question.  If  you  took  half  of  my 
good  employees,  I  couldn't  compete  with  you. 

Chairwoman  Smith.  There  are  some  people  who  are  bom  to  com- 
pete competitively  in  everything.  I  think  it  is  something  to  think 
about  m  the  transition.  Is  inheritance  tax  a  factor  in  your  busi- 
ness? 

Mr.  Anderson.  Absolutely.  It  is  a  factor  in  every  business.  Most 
companies  that  are  on  the  second  generation  as  our  company  is  on 
don't  make  it  to  the  third  generation,  basically  because  we  have 
created  such  a  monster  that  there  is  no  way  we  can  pass  this  on 
to  our  family  members  basically  because  there  is  no  way  it  can  be 
affordable. 

Chairwoman  Smith.  You  are  insured? 

Mr.  Anderson.  Our  company  will  probably  be  consumed. 

Chairwoman  Smith.  In  the  Northwest  they  cut  down  timber  pre- 
maturely so  that  they  can  bring  the  size — they  used  to  be  farms — 
they  can  bring  the  size  of  the  asset  down,  so  they  don't  have  all 
of  it  consumed  by  the  inheritance  tax  and  so  they  can  handle  the 
final  debt  of  the  principals. 

Mr.  Anderson.  That  looks  real  good  on  paper.  But  if  you  take 
a  family  business  and  try  to  make  that  work 

Chairwoman  Smith.  It  doesn't.  Any  other  comments? 

Mr.  Pendleton.  I  am  going  to  suggest  that  the  last  three  tax  re- 
structures over  a  period  of  years  has  shown  an  increase  in  the 
economy  each  time,  and  with  an  increase  in  economy,  any  of  the 
people  who  are  producing  products  and  selling  them  are  bound  to 
recoup  that. 

The  Government  gets  the  tax  in  a  way  too.  It  is  a  good  way  to 
try. 

Chairwoman  SMITH.  Mr.  LaTourette,  do  you  have  another  ques- 
tion? 

Mr.  LaTourette.  I  do  not. 

Chairwoman  Smith.  Thank  you  all  for  your  testimony.  If  you 
have  any  written  suggestions,  we  will  continue  to  take  those  or  any 
questions  of  us. 

We  might  submit  questions  to  you  as  we  go  through  the  testi- 
mony, if  we  have  secondary  questions.  A  gentleman  in  the  audience 
has  one  question.  We  prefer  it  be  in  writing.  If  he  wants  to  stand 
up  and  say  it,  I  don't  think  anybody  would  object. 

Did  you  have  a  question,  please? 

Voice.  Yes.  In  Germany,  there  is  no  inheritance  tax.  They  allow 
businesses  to  pass  generation  to  generation.  That's  why  when  you 
look  at  many  German  businesses,  they  are  300-  and  400-year-old 
businesses  within  the  same  family. 
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In  terms  of  depreciation  schedules,  in  Japan,  Singapore  and  sev- 
eral of  the  so-called  Asian  Tigers,  they  allow  a  3-year  depreciation 

on  capital  goods.  j     .    mi.     >      x. 

That's  why  their  factories  have  robots  and  ours  don  t.  That  s  why 
they  have  centralized  computer  systems  and  have  7  to  10  machines 
running  with  one  employee  where  we  have  one  employee  and  one 
machine  each  shift.  ,         ,       ,  ,  1 1    ^ 

Theirs  operate  with  lights  out  at  night.  They  have  been  able  to 
reinvest  on  that  basis  and  basically  take  our  capital  equipment 
base  from  this  country.  It's  been  gutted. 

Not  expenditures  by  the  Department  of  the  Defense;  the  few  re- 
maining capital  equipment  manufacturers  in  this  country  would  be 

here. 

If  you  take  a  used  piece  of  equipment  and  retrofit  it,  you  get  an 
entirely  new  basis  for  capital  equipment. 

Chairwoman  Smith.  Well,  we  want  to  thank  you.  We  are  looking 
at  other  countries  and  what  they  are  doing  and  what  other  coun- 
tries are  doing  to  get  out  of  their  problems. 

We  seem  to  go  further  into  them.  We  are  looking  at  those  things. 
Other  countries  are  moving  closer  to  expansion,  closer  to  keeping 
that  money  flowing  away  from  taxing  investments. 

Thank  you  very  much  for  your  comment.  We  would  be  glad  to 
take  that  in  writing  if  you  would  like  to  add  that.  With  that,  thank 
you  and  good-bye.  ,.      ,  j.    i 

[Mr.  Kleckner's  statement  may  be  found  in  the  appendix.] 

[Whereupon,  at  4:15  p.m.,  the  Subcommittee  was  adjourned,  sub- 
ject to  the  call  of  the  chair.] 


FUNDAMENTAL  TAX  CHANGES  NEEDED  TO 
UNLEASH  AMERICA'S  SMALL  BUSINESSES 


WEDNESDAY,  APRIL  3,  1996 

House  of  Representatives, 
Subcommittee  on  Taxation  and  Finance, 

Committee  on  Small  Business, 

Washington,  DC. 

The  Subcommittee  met,  pursuant  to  notice,  at  9  a.m.,  in  the  Au- 
ditorium, Federal  Building,  Seattle,  Washington,  Hon.  Lmda  Smith 
(chairwoman  of  the  Subcommittee)  presiding. 

Chairwoman  Smith.  Good  morning.  We  are  going  to  start  a  con- 

fressional  hearing  of  the  Small  Business  Taxation  and  Finance 
ubcommittee.  We're  holding  field  hearings  in  different  parts  of  the 
Nation  to  get  input  on  transitioning  a  new  tax  system  for  small 
business,  both  now  and  into  the  future,  so  they  can  survive  and  be 
the  engine  of  our  economy,  as  they  are  now  and  will  increase  over 

time.  .  1  r      i-i- 

I  have  a  written  statement  that  Im  going  to  submit  tor  the 
record.  I'm  not  going  to  read  it  all,  I  am  going  to  submit  it.  It  basi- 
cally talks  about  the  Subcommittee,  and  what  we  feel  our  job  is. 
That  is  to  be  a  part  of  the  fact-finding  that:  builds  the  base  for 
whatever  the  new  system  will  be;  involves  the  people  in  different 
parts  of  the  country  in  the  debate;  has  them  understand  what  has 
been  done  thus  far  —  and  today  you  will  have  the  honor  of  hearing 
some  of  the  folks  that  were  on  the  Kemp  Commission;  and  makes 
sure  that  when  we  end  up  developing  a  tax  system  in  Congress  for 
the  next  century,  that  the  American  people  understand  it,  accept 
it,  and  believe  one  principle  —  that  it's  fair. 

If  the  American  people  do  not  believe  a  system  is  fair,  then  the 
slippage  rate  and  the  efficiency  rate  of  the  system  often  make  sure 
that  it  does  not  generate  the  money  that  we  want  to  come  from 
that  particular  rate  or  that  system. 

Now,  with  that,  what  we  have  this  morning  is,  well  have  two 
other  members  join  us.  Without  objection,  I  would  like  to  ask  Rep- 
resentatives Jennifer  Dunn  and  Rick  White  to  join  us  on  the  dais 
when  they  get  here,  to  take  testimony  and  officially  ask  questions 
of  the  witnesses  here  today.  When  they  come,  they  will  be  able  to 
add  statements  for  the  record,  and  we  will  stop  and  accept  those 
statements.  So,  without  objection,  so  ordered. 
[Chairwoman  Smith's  statement  may  be  found  in  the  appendix  J 
Chairwoman  Smith.  Mr.  Jack  Metcalf  is  a  member  of  the  Small 
Business  Committee  and  of  the  Subcommittee,  and  he  will  start 
with  his  opening  statement.  Thank  you. 
Mr.  Metcalf.  Thank  you.  Chairman  Smith. 

(85) 
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I  am  honored  to  be  here  this  morning  to  discuss  the  impact  of 
taxes  on  small  business.  That's  the  main  thing:  Taxes,  regulation 
and  excessive  bureaucracy.  I  really  want  to  commend  you,  Linda' 
for  your  unflagging  efforts  to  reduce  the  tax  burdens  on  small  busi- 
nesses and  for  providing  for  this  forum.  The  focus  of  this  hearing 
IS  to  change  our  tax  system,  to  nurture  economic  growth,  and  to 
create  greater  opportunities  for  our  citizens  as  we  prepare  to  enter 
the  new  century.  This  is  the  vision  of  the  National  Commission  on 
Economic  Growth  and  Tax  Reform,  chaired  by  the  Honorable  Jack 
Kemp. 

The  Kemp  Commission  recommended  eliminating  our  multilayer 
tax  system  and  establishing  a  simplified,  single-rate  system,  with 
a  generous  personal  exemption  and  full  deductibility  of  payroll 
taxes.  Many  of  my  constituents  have  expressed  frustration  and  hos- 
tility —  and  I  mean  growing  hostility  —  with  the  complexity  of  the 
Federal  tax  system.  Its  complexity  also  adds  to  the  growing  sense 
that  the  current  system  is  unfair. 

I  have  spent  the  last  3  days  working  through  my  income  tax.  I 
like  to  get  it  m  order  before  taking  it  to  my  accountant.  Just  going 
through  It  mv  frustration  grows  minute-by-minute,  so  I'm  just 
ready  for  this  hearing  today,  after  3  days  of  dealing  with  my  taxes. 
There  s  unanimity  that  we're  all  paying  higher  taxes,  regardless 
of  our  income  level.  A  poll  by  Reader's  Digest  revealed  that  68  per- 
cent of  Americans  believe  we're  paying  too  much  taxes. 

Small  business  is  the  driving  force  of  our  economy,  and  creates 
approximately  62  percent  of  all  new  jobs  in  1994.  Yet  they  are  the 
most  over-taxed  and  over-regulated  group  in  American  society.  We 
all  see  a  need  to  simplify  the  system,  to  make  it  more  understand- 
able and  less  burdensome  to  families  and  small  business. 

I'd  like  to  focus  on  some  of  the  tax  burdens  we  need  to  change. 
First,  we  need  to  eliminate  the  estate  tax.  This  tax  devastates  fam- 
ily-owned businesses  and  reduce  jobs  by  double-taxing  owners  of 
small  businesses.  Business  owners  built  their  businesses  over  the 
years  and  they  paid  taxes  on  the  money  with  which  they  built  the 
businesses,  so  it  amounts  to  double  taxation. 

Second,  we  need  to  reduce  the  Capital  gains  tax.  Without  alter- 
native sources  of  start-up  capital,  we  cannot  encourage  investment 
in  enierging  fields  or  innovative  technology. 

Third,  small  businesses  need,  full  health  care  insurance  deduc- 
tions. The  House  of  Representatives  has  recently  raised  the  deduc- 
tion for  health  care  premiums  for  the  self-employed  to  50  percent 
by  the  year  2003.  h  t 

Last,  we  need  to  examine  the  feasibility  of  payroll  tax  deduction. 
I  was  pleased  to  see  that  the  Kemp  Commission  supports  deducting 
payroll  taxes.  This  tax  is  especially  burdensome  to  small  busi- 
nesses. 

The  tax  system  must  be  fair  to  all  Americans,  and  fairness  is 
something  the  people  feel  is  not  present  in  our  system.  In  particu- 
lar, the  personal  exemption  must  be  sufficient  to  encourage  dis- 
advantaged individuals  to  obtain  jobs.  The  personal  exemption 
should  not  serve  as  a  handout,  but  as  a  helping  hand  up  the  eco- 
nomic ladder. 

The  Kemp  Commission  presents  us  with  a  vision  of  what  can  be 
achieved.  It's  up  to  you,  the  small  business  owners,  to  examine 
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these  proposals  and  make  recommendations.  I  am  looking  forward 
to  our  discussion  today.  Thank  you. 

[Mr.  Metcalf  s  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you,  Representative  Metcalf. 

If  you  can't  hear,  I'll  continue  to  get  closer.  Just  raise  your  hand 
in  the  back.  Some  of  these  mikes  don't  pick  up  well. 

What  we  will  do  is,  we  will  take  testimony  from  each  of  the  wit- 
nesses. This  will  be  official,  for  those  of  you  who  have  never  been 
to  a  congressional  hearing.  It  will  be  published  and  accessible  to 
anyone  that  wants  the  testimony.  You  will  submit  testimony,  but 
also  many  witnesses  decide  to  summarize  their  testimony,  and  that 
is  fine,  too. 

This  Committee  has  had  three  hearings  right  m  a  row,  and  what 
we're  finding  is  consistency  that  there  needs  to  be  fundamental  re- 
form, and  consistency  with  certain  principles.  But  we  want  to  hear 
it,  and  we  want  to  be  sure  that  we  find,  as  we  go,  what  you're  real- 
ly saying. 

We  are  honored  this  morning  to  have  some  very  distmguished 
panelists,  and  I'm  going  to  introduce  them  one  at  a  time.  They  all 
deserve  both  acknowledgement  and  appreciation  for  being  a  part  of 
the  groundwork  on  this  national  debate. 

First,  Dr.  Edwin  Feulner  is  the  president  of  the  Heritage  Foun- 
dation, and  that  is  one  of  Washington,  DCs  most  prestigious  think 
tanks,  and  highly  respected  and  becoming  more  so.  He  is  —  I  tried 
to  go  through  all  of  what  he  is,  and  I  decided  we'd  all  need  3  hours. 
But  he  earned  his  Ph.D.  fi-om  the  University  of  Edinburgh,  and 
most  recently  has  served  as  vice  chairman  of  the  National  Commis- 
sion on  Economic  Growth  and  Tax  Reform.  You  would  know  it  as 
the  Kemp  Commission.  He  has  been  one  of  the  most  regular  at- 
tending members,  working  as  an  active  member  right  to  the  end, 
and  is  very  much  responsible  for  the  principles  in  the  Kemp  report, 
with  which  I  am  very  impressed. 

Right  before  he  speaks,  I  would  like  to  say  that  we  are  now 
joined  by  Representative  Dunn.  Representative  Dunn  is  a  lead 
member  of  our  delegation,  the  eldest,  actually  —  not  in  age.  She 
also  is  on  the  Ways  and  Means  Committee  that  is  holding  hearings 
on  the  issue  of  tax  reform.  We're  honored  that  she's  joined  this 
Subcommittee. 

We'd  like  to  take  your  opening  statement.  Representative  Dunn. 
Thank  you  for  coming. 

Ms.  Dunn.  Thank  you.  Thank  you  very  much,  Linda. 
It's  nice  to  see  so  many  friends  here.  I  want  to  congratulate  Con- 
gresswoman  Smith  for  having  these  hearings  and  for  putting  to- 
gether such  important  panels  of  people  who  are  well-known  for 
their  expertise  in  the  area  of  small  business,  and  in  most  cases  m 
other  areas  as  well.  . 

As  we  look  toward  the  Presidential  campaign  across  the  Nation 
there  is  one  idea  that  is  resonating  with  voters,  and  that  is  the 
idea  of  fundamentally  overhauling  our  current  system.  The  current 
Federal  tax  system  has  spiraled  out  of  control,  and  Americans  are 
well  aware  of  it  and  they're  tired  of  it.  Nowhere  is  this  more  evi- 
dent than  in  the  day-to-day  operations  of  our  Nation's  small  busi- 
nesses. 
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One  portion  of  the  tax  code  that's  particularly  misguided  is  the 
area  of  the  estate  tax.  In  addition  to  the  fact  that  the  inheritance 
tax  is  often  the  third,  fourth,  or  even  fifth  time  that  the  same  dol- 
lar is  taxed,  we  all  know  too  well  the  disastrous  effects  on  small 
business  when  the  inheritance  tax  forces  the  business  to  be  sold. 
The  family  loses  its  livelihood.  The  family  business  employees  lose 
their  jobs.  In  many  cases  the  community  loses  because  often  the 
burden,  onerous  tax  burden,  can  only  be  borne  by  large  corpora- 
tions. As  we  all  know,  the  small  businesses  are  the  greatest  cre- 
ators of  jobs.  So  the  community  literally  can  lose  a  small  business 
that  will  create  jobs  for  neighbors  in  the  community. 

I've  introduced  legislation  that  will  begin  to  end  this,  this  in- 
equity, which  should  eventually  result  in  a  zero  tax  on  inheritance. 
My  proposal,  the  Business  Preservation  Act,  provides  relief  for  fam- 
ily businesses  across  the  country,  whether  it's  the  tree  farmer  in 
my  district  east  of  Seattle  down  around  Mt.  Rainier,  or  the  rancher 
in  California,  the  rancher/farmer  in  Oklahoma,  or  the  grocery  store 
owner  in  Louisiana,  This  measure  was  included  for  your  informa- 
tion in  the  Republican  Balanced  Budget  Act  that  was  sent  to  the 
President  —  as  you  well  know,  was  vetoed  by  the  President.  It 
must  be  an  important  consideration  in  any  replacement  tax  system 
that  we  look  at  as  we  seek  to  replace  the  income  tax. 

On  one  point,  however,  almost  everybody  agrees,  except  the  Clin- 
ton administration,  that  our  current  tax  system  is  flawed  so  badly 
that  reforming  it  simply  will  not  work.  It  is  too  broken  to  be  fixed, 
and  it  needs  to  be  completely  replaced. 

Talk  of  a  flat  tax  has  captivated  the  people's  attention.  There  are 
a  number  of  different  types  of  flat  tax  proposals.  In  fact,  there  are 
a  number  of  different  types  of  replacement  proposals,  such  as  the 
Federal  sales  tax  or  the  VAT  tax,  that  would  take  the  place  of  the 
current  income  tax  system. 

Linda  mentioned  that  I'm  on  the  Ways  and  Means  Committee. 
We  are  holding  hearings  this  year,  one  hearing  every  single  week 
in  our  Committee,  to  deal  with  the  pluses  and  the  minuses  of  each 
proposal  to  replace  the  current  income  tax  system.  I  suspect  that, 
at  the  earliest,  we  might  be  able  to  expect  a  change  and  a  comple- 
tion of  the  change  by  January  1,  1999.  So  follow  the  debate;  it's 
critically  important  to  you,  and  it  is  of  great  importance  to  us  in 
the  new  majority. 

As  we  cast  aside  the  old  system  and  replace  it  with  the  new, 
there  are  some  guidelines  which  must  guide  our  discussions  and 
our  thorough  considerations  of  all  the  ramifications  of  any  replace- 
ment tax. 

First,  it  must  promote  economic  growth.  We  need  a  system  that 
will  energize  the  economy  and  will  expand  the  potential  of  Amer- 
ica. 

Second,  it  must  be  simple  and  it  must  be  fair. 

Third,  it  must  be  able  to  provide  compliance  by  the  taxpayers, 
and  it  must  be  somewhat  simple  to  administer,  very  different  from 
our  current  tax  system. 

Fourth,  it  must  reward  and  encourage  savings,  one  of  the  most 
important  goals  of  any  kind  of  tax  system.  Our  current  tax  code 
has  failed  miserably  along  this  line,  to  the  point  where  our  savings 
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as  a  Nation  are  somewhere  between  4  and  5  percent  compared  to 
Chilean  savings,  for  example,  that  are  up  around  27  percent. 

Fifth,  it  must  promote  international  competitiveness. 

Nobody  looks  forward  to  an  audit  by  the  IRS,  and  I  would  say 
this  is  one  of  the  main  motivators,  the  hate  of  the  IRS,  the  realiza- 
tion that  they  are  unfair,  that  they  can  kill  small  business  or  inde- 
pendent contractors.  I  suspect  that  across  the  country  as  we  begin 
to  talk  about  the  replacement  systems,  that  there  will  be  the  begin- 
ning of  yet  another  revolution,  and  that  revolution  will  be  to  abol- 
ish the  current  tax  system  and  to  move  toward  a  replacement  tax. 
It  is  still  too  early  for  any  of  us  to  know  which  direction  we're 
heading,  although  I  would  venture  to  say  that  the  debate  during 
the  Presidential  nominating  process  on  the  Republican  side  has 
stimulated  interest  rather  than  decreased  interest.  But  one  thing 
we  know  for  sure  is  that,  if  the  current  majority  in  Congress  has 
its  way,  the  current  tax  system  will  soon  be  part  of  the  past. 

I  thank  the  chairman  for  allowing  me  to  make  an  opening  state- 
ment, and  congratulate  her  on  holding  these  hearings.  I  very  much 
look  forward  to  your  testimony. 

Chairwoman  SMITH.  Thank  you.  Representative  Dunn. 

We're  very  fortunate  in  that  Representative  Dunn  weighed  in 
early  in  this  debate  and  has  been  very  active  in  it,  which  gives  you 
an  access  to  more  than  one  Committee,  and  with  all  of  your  delega- 
tion involved  in  this  important  debate. 

With  that,  we  will  begin  with  Dr.  Feulner.  Again,  thank  you  for 
coming. 

STATEMENT  OF  DR.  EDWIN  J.  FEULNER,  JR.,  PRESIDENT,  THE 
HERITAGE  FOUNDATION  AND  VICE  CHAIRMAN,  THE  NA- 
TIONAL COMMISSION  ON  ECONOMIC  GROWTH  AND  TAX  RE- 
FORM 

Dr.  Feulner.  Thank  you  very  much,  Madam  Chairwoman.  It  is 
a  distinct  honor  for  me  to  be  here  in  the  real  Washington  —  out- 
side the  other  Washington  where  I  usually  hang  my  hat  —  the  pro- 
ductive Washington,  if  you  will.  Congressman  Metcalf,  Congress- 
man Dunn,  it's  a  great  pleasure  to  see  both  of  you  again  and  to  be 
able  to  testify  before  this  distinguished  Subcommittee,  and  to 
thank  you,  Madam  Chairwoman,  for  what  you  have  done,  both  in 
terms  of  your  earlier  hearings  and  especially,  on  behalf  of  Mrs. 
Adams,  a  distinguished  member  of  the  National  Commission  on 
Economic  Growth  and  Tax  Reform,  and  myself,  for  your  statement 
before  our  commission  last  September. 

What  we  did.  Madam  Chairwoman,  briefly  in  terms  of  our  com- 
mission, was  first,  after  our  appointment  last  June  by  Speaker 
Gingrich  and  Majority  Leader  Bob  Dole,  we  listened.  We  listened 
around  the  United  States  in  a  total  of  11  separate  hearings,  more 
than  120  witnesses,  thousands  of  letters,  cards,  calls,  hits  on  the 
Internet,  and  other  personal  contacts  that  each  of  us  had.  We 
heard  just  overwhelmingly  from  the  American  people  what  was 
wrong  with  the  current  tax  system. 

The  fact  is,  it's  been  calculated  that  it  now  costs  Americans  more 
than  $200  billion  a  year  to  comply  with  the  current  tax  system, 
that  business  alone  spends  almost  4  billion  man-hours  in  terms  of 
trying  to  comply  with  tax  policy.  The  IRS  printed  almost  500  dif- 
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ferent  forms,  and  those  8  billion  pages  of  forms  would  stretch  out 
694,000  miles.  For  all  of  us  who  are  both  proudly  conservatives  and 
also  conservationists,  that  means  that  we  could  have  saved  293,760 
trees  if  the  IRS  had  not,  in  fact,  actually  produced  that  number  of 
forms. 

What  finally  happened  in  January  of  this  year,  the  14  of-  us  on 
the  commission,  after  months  and  months  of  very  serious  discus- 
sion and  deliberation,  released  our  final  report  entitled  "Releasing 
America's  Potential,  a  Pro-Growth,  Pro-Family  Tax  System  for  the 
21st  Century." 

Madam  Chairwoman,  your  testimony,  I  would  say,  last  Septem- 
ber was  particularly  instructive  and  helpful  for  all  of  us,  because 
some  of  the  very  specific  recommendations  that  you  discussed  at 
that  time,  as  you  know,  ended  up  being  critical  components  of  what 
our  fundamental  conclusions  were. 

Congresswoman  Dunn  just  addressed  the  question  of  the  estate 
tax.  A  very  specific  recommendation  of  all  of  us  on  the  Kemp  Com- 
mission arrived  at  very  early  and  very  unanimously  was  to  elimi- 
nate the  estate  tax,  that  the  estate  tax  is,  as  you  rightly  pointed 
out,  Congresswoman,  a  fourth  layer  of  taxation.  It  is  one  of  the 
main  inhibitions  on  successful  small  business  being  transmitted 
from  one  generation  to  another. 

Second,  Madam  Chairwoman,  that  you  brought  up  in  your  testi- 
mony was  your  counsel  and  advice  on  payroll  taxes.  Congressman 
Metcalf  already  referred  to  the  fact  that,  in  fact,  almost  7  percent 
of  the  gross  domestic  product  now  is  consumed  by  payroll  tax.  This 
is  an  extraordinarily  heavy  burden,  particularly  for  the  small  busi- 
ness community  of  the  United  States. 

What  we  have  said  is  that  the  payroll  tax  should,  in  fact,  be  de- 
ductible on  both  sides,  not  just  to  the  employer,  also  to  the  em- 
ployee, that  there  shouldn't  be  a  tax  on  a  tax.  That  goes  back  to 
one  of  our  basic  principles,  which  is  that  all  income  should  be 
taxed,  yes,  but  it  should  only  be  taxed  one  time. 

Finally,  a  third  point  that  you  raised  in  your  original  testimony 
before  our  commission,  Madam  Chairwoman,  was  the  need  to  make 
the  system  predictable.  You  specifically  called  for  a  supermajority 
of  60  percent  before  taxes  would  be  changed,  so  that  we  don't  find 
ourselves  again,  as  we  are  now,  in  a  situation  where  after  the  1986 
Tax  Reform  and  Simplification  Act,  when  we  saw  rates  go  down 
but  also  at  the  same  time  deductions  and  exclusions  were  going  to 
be  eliminated  —  well,  what  happened?  The  deductions,  the  exclu- 
sions were  eliminated;  the  rates  went  back  up.  What  we  said, 
though,  frankly,  was  60  percent  wasn't  enough.  We  think  the 
&upermajority  ought  to  be  two-thirds. 

So  in  terms  of  our  principles  —  Madam  Chairwoman,  I  see  that 
my  time  is  almost  up  —  they  are  expanded  on  at  page  24  of  our 
report.  They  are,  very  simply: 

A  new  tax  code  should  promote  economic  growth. 

Fairness,  so  that  all  taxpayers  are  able  to  know  what  they  are 
going  to  pay,  and  that  they  are  paying  the  same  proportion  as  oth- 
ers. 

Simplicity,  so  that  everybody  can  figure  it  out  without  having  to 
go  to  paid  preparers  all  the  time. 
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Neutrality  between  savings  and  consumption,  so  we  get  away 
from  the  penalty  on  —  that  currently  exists  on  savings  —  again, 
I  call  your  attention  to  a  particular  box  in  our  report  that  talks 
about  a  typical  family  and  why  they  now  have  a  bias  toward  con- 
sumption, as  opposed  —  for  example,  taking  a  trip  to  Disneyland, 
as  opposed  to  saving  it. 

Finally,  visibility,  so  that  people  know  how  much  Government 
costs,  so  that  it's  harder  to  secretly  jack  up  rates. 

The  final  point,  as  I  said  before,  stability  in  terms  of  bemg  hard 

to  change.  t    i.     i 

Madam  Chairwoman,  it's  a  pleasure  for  me  to  be  here.  1  thank 
you  and  the  Committee  members  for  your  time,  and  I  look  forward 
to  our  discussion  following  these  presentations. 

[Dr.  Feulner's  statement  may  be  found  in  the  appendix.] 
Chairwoman  Smith.  Thank  you,  Dr.  Feulner.  Really,  you're  al- 
ways so  concise.  I  do  look  forward  to  the  questions  that  you  always 
leave  me  with,  those  that  I  certainly  will  follow  up. 

Our  next  panelist  is  Loretta  Adams.  I  guess  I'm  gomg  to  intro- 
duce Ms.  Adams  as  an  American  success  story.  As  I  read  about 
you,  I  realized  you  started  working  for  Sears  and  now  run  a  multi- 
million  dollar  corporation  —  all  from  the  American  spirit.  Who  bet- 
ter to  put  on  a  commission  to  develop  a  tax  system  for  America 
that  encourages  entrepreneurship?  Because  that  really  is  the  en- 
gine behind  America.  I  am  very  impressed  that  you  would  come  all 
this  way  also  to  help  us  with  the  system  that  we  so  desperately 

need  to  revise.  o,,    i       ta      i 

Loretta  Adams  is  the  founder  and  president  of  Market  Develop- 
ment, Incorporated,  a  full-service  consumer  marketing  and  opinion 
research  firm  devoted  to  conducting  research  among  Latin  Amer- 
ican and  Latin  American  origin  consumers  in  the  United  States 
and  Latin  America.  She's  also  a  commissioner  on  the  —  I'll  call  it 
the  Kemp  Commission  again,  because  that's  what  you  know  it  as, 
and  was  a  very  active  member  on  this  commission,  putting  in  her 
time  just  as  an  American  citizen,  getting  nothing  out  of  it,  believ- 
ing that  it  was  time  that  this  Nation  have  a  new  tax  system. 

We  thank  you  for  coming,  for  all  the  work  you've  put  m,  Ms. 
Adams. 

STATEMENT  OF  LORETTA  H.  ADAMS,  PRESffiENT,  MARKET 
DEVELOPMENT,  INC. 

Ms.  Adams.  Thank  you  for  inviting  me  to  testify  before  this  Com- 
mittee, both  as  an  owner  of  a  small  business  and  as  a  member  of 
the  National  Commission  on  Economic  Growth  and  Tax  Reform. 

When  I  agreed  to  serve  on  the  commission,  my  main  concern  was 
economic  growth,  with  tax  reform  being  a  concern,  in  that  the  tax 
system  impeded  economic  growth.  I  believe  that  increasing  the  rate 
of  economic  growth  increases  the  ability  of  the  individual  and  the 
small  businessperson  to  participate  in  the  successful  American 
model  of  success. 

As  a  small  business  person  myself,  I  became  aware  of  the  fact 
that  many  of  the  tax  issues  and  Government-imposed  regulations 
caused  me  to  alter  my  normal  economic  behavior  and  spend  time 
and  energy  in  creating  the  conditions  which  permitted  me  to  legally 
defer  or  avoid  taxes.  Not  only  do  I  find  this  counterproductive,  but 
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I  believe  this  kind  of  activity  greatly  restricts  economic  results 
across  the  country. 

Examples  that  relate  directly  to  me  as  a  small  business  owner 
and  that  I  consider  to  be  time-consuming  and  cause  for  anxiety  in 
order  not  to  make  tax  mistakes  are,  for  example,  a  company  pen- 
sion plan  that  I  had  to  institute  that  encourages  savings  and  tax 
deferrals  for  middle-  and  upper-level  levels  of  management,  but  in- 
accessibility of  those  funds  to  our  under  30-year-old  employees, 
which  are  80  percent  of  my  employees,  that  delays  investment  in 
their  needed  homes  and  automobiles. 

Every  year  at  the  end  of  the  fiscal  year  my  accountant  and  I 
meet  to  negotiate  what's  best  for  the  company  vis-a-vis  the  tax 
code,  but  not  what's  really  best  for  the  company.  These  decisions 
make  me  have  to  trade  off  in  hiring  or  capital  investment  against 
the  income  tax  consequences  in  the  short  or  long  term. 

Focus  on  managing  the  business  for  optimum  results  is  diluted 
by  energy  spent  in  balancing  corporate  and  individual  income  tax 
rates,  as  well.  Changing  tax  rates  and  lack  of  uniformity  in  the  tax 
code  require  clairvoyance  and  Tarot-reading  abihty  for  tax  and 
business  planning,  rather  than  application  of  fundamental  business 
principles. 

Now,  in  my  role  as  a  commissioner,  as  such  I  realize  that  the  tax 
laws  themselves  are  a  significant  impediment  to  growth.  A  focus  of 
the  commission's  work  was  based  on  removing  such  impediments. 

The  principles  that  I  espoused  in  the  commission  hearings  were 
as  follows: 

The  tax  should  be  an  income  tax,  it  should  be  visible,  and  most 
of  the  population  understands  that  concept; 

A  single  flat  tax  was  desirable; 

All  taxpayers  should  be  treated  equally; 

The  system  should  provide  for  the  exception  of  lower-income,  sin- 
gle, and  family  groups  from  taxation; 

Social  Security  income  should  be  tax-free; 

A  deduction  for  home  mortgage  interest  and  charitable  deduc- 
tions should  be  maintained; 

A  lower  capital  gain  rate  equal  to  50  percent  of  the  regular  rate 
should  be  used  to  encourage  capital  formation; 

The  double  taxation  of  corporate  income  should  be  eliminated; 

Competing  and  confusing  systems  of  taxation  such  as  AMT  taxes 
must  be  eliminated; 

There  is  a  need  for  stability  in  the  code:  once  adopted,  the 
changes  need  to  be  left  in  place. 

The  commission  felt  that  the  best  way  to  stimulate  growth  was 
to  adopt  a  tax  code  that  was  fair,  simple,  neutral,  visible,  and  sta- 
ble. 

To  achieve  these  positions,  we  propose  the  following: 

The  tax  law  should  have  a  single  rate; 

The  taxes  need  to  be  reduced  or  eliminated  on  the  basic  working 
family; 

All  biases  against  working,  saving,  and  investment  should  be 
ended; 

We  should  be  allowing  a  full  deductibility  of  payroll  taixes; 

Require  a  supermajority  of  two-thirds  of  Congress  in  order  to 
raise  taxes  or  tax  rates. 
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The  job  is  not  finished.  More  needs  to  be  addressed,  including: 

A  rollback  or  elimination  of  inheritance  taxes; 

A  reduction  in  the  complexity  and  costs  of  hiring  employees; 

Development  of  a  system  that  encourages  capital  investment  and 
modernization; 

The  development  of  an  entirely  new  code  for  taxation  without 
reference  to  the  past. 

In  sum,  the  conditions  that  produced  the  current  tax  system  no 
longer  contribute  positively  to  a  21st  century  global  economy.  We 
now  have  the  opportunity  to  create  a  tax  system  that  is  more  re- 
sponsive to  our  times,  situation,  and  needs  and,  hopefully,  we  will 
grasp  it  fiilly. 

Madam  Chairwoman,  there  was  an  important  point  that  I  would 
appreciate  your  allowing  me  to  introduce  in  regard  to  the  global 
economy  and  the  impact  on  my  business,  if  you  would  allow  me  to 
at  this  point  introduce  that  as  an  addendum  for  the  record. 

Chairwoman  Smith.  Certainly.  You  can  submit  that  for  the 
record,  and  we'll  distribute  it  to  all  parties. 

Ms.  Adams.  Thank  you. 

[Ms.  Adams'  statement  and  addendum  may  be  found  in  the  ap- 
pendix.] 

Chairwoman  Smith.  We  thank  you.  It's  interesting  to  hear  some- 
one who  has  done  it  and  worked  up  through  it,  and  that's  a  lot 
easier  than  someone  that  has  studied  it,  to  listen  to,  because  I  fully 
understand  that  you  know  what  it  means  from  practice. 

The  next  witness  is  someone  that  we've  known  in  this  State  for 
some  time  as  both  a  policy-maker  and  someone  that  digs  into  the 
budget,  understands  the  issues,  and  has  a  long  background  in 
bud^ret  issues. 

This  is  Bob  Williams.  He's  president  and  senior  research  man- 
ager for  the  Evergreen  Freedom  Foundation,  a  nonprofit  public  pol- 
icy research  organization  here  in  Washington. 

He's  not  only  known  as  the  leading  budget  and  tax  expert  in  the 
State,  but  he  is  frequently  consulted  for  advice  on  fiscal  and  tax 
policies  by  the  State  legislature  and  others  that  want  real  num- 
bers. He's  not  known  for  being  low-key  or  noncontroversial,  and  for 
that  reason  we  wanted  him  to  come,  because  we  knew  he  would 
speak  his  piece  and  we  would  hear  his  opinion,  and  that's  what 
we're  looking  for. 

With  that,  Mr.  Williams. 

STATEMENT  OF  BOB  WILLIAMS,  PRESIDENT,  EVERGREEN 
FREEDOM  FOUNDATION 

Mr.  Williams.  Thank  you.  Madam  Chair,  members  of  the  Com- 
mittee. I  am  Bob  Williams,  a  former  CPA,  and  served  in  the  legis- 
lature for  10  years.  The  comments  I'm  making  today  reflect  my 
own  research  and  opinions,  and  not  necessarily  the  views  of  the  Ev- 
ergreen Freedom  Foundation. 

Madam  Chair,  I  do  commend  you  for  conducting  this  hearing.  I 
welcome  the  opportunity  to  comment  on  the  fundamental  tax 
changes  needed  to  unleash  America's  small  business. 

But  I  think  first  things  first:  If  Congress,  one,  controls  spending, 
two,  creates  a  fair,  simple,  pro-growth  tax  system,  and  third,  gets 
out  of  the  way  of  small  business,  small  business  will  create  the  jobs 
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that  our  economy  needs  now  and  for  the  future.  But  unfortunately, 
our  current  tax  code  penalizes  working,  saving,  investing,  and  risk- 
taking.  You  have  heard  it  said  before,  the  more  you  tax  something, 
the  less  you  get  of  it.  So  if  you  tax  financial  success,  you  get  less 
of  it. 

But  the  toughest  reality  for  Congress  to  face  when  attempting  to 
reform  the  tax  code  is  the  necessity  to  control  spending.  Frankly, 
you  can  reform  the  tax  code  any  way  you  want,  but  if  spending  is 
not  brought  under  control,  it  will  be  pointless  in  the  end.  Unfortu- 
nately, many  Members  of  Congress,  none  of  them  here,  have  not 
learned  the  true  economic  lesson  that  raising  tax  rates,  particularly 
on  excise  taxes,  does  not  mean  that  Government  will  receive  more 
revenue.  On  the  other  hand,  if  you  reduce  tax  rates,  as  Michigan's 
John  Engler  has  done,  more  revenue  will  be  received  due  to  the  im- 
proved economy.  Last  week  I  had  the  opportunity  to  hear  what 
they've  done  in  New  Zealand,  and  it's  amazing  the  turn  around  in 
New  Zealand  from  reducing  tax  rates  and  reducing  regulations. 

Now  for  a  specific  discussion  of  the  Kemp  Commission  rec- 
ommendations. I  think  the  core  recommendations  and  the  six  work- 
ing principles  recommended  by  the  commission  are  excellent  foun- 
dations. They  should  get  little  cards  made  for  all  the  Members  of 
Congress.  I'd  like  to  briefly  add  my  comments  to  portions  of  their 
work. 

A  single  tax  rate  is  not  only  fair,  it  can  satisfy  the  principles  of 
simplicity,  visibility,  and  stability.  But  it's  important  to  have  low 
mar^nal  tax  rates  for  all  businesses,  rather  than  a  system  which 
provides  subsidies  for  a  particular  group.  You  need  to  bring  the 
marginal  income  tax  and  payroll  taxes  down  as  low  as  possible. 

Second,  you  need  to  end  the  biases  against  working,  saving,  and 
investment.  As  has  been  mentioned  by  Dr.  Feulner,  eliminate  the 
estate  tax,  because  it  is  choking  the  very  lifeblood  of  small  busi- 
nesses and  family  farms.  Eliminate  the  capital  gains  tax  to  remove 
a  real  barrier  to  capital  formation 

Third,  you  need  to  allow  full  deductibility  of  payroll  tax  for  work- 
ing men  and  women.  Madam  Chair,  as  you  know  from  your  prior 
experience,  the  current  payroll  tax  on  small  business  discourages 
jobs.  Some  of  the  flat  tax  proposals  would  unfairly  challenge  small 
businesses  in  two  ways:  First,  the  flat  tax  would  no  longer  permit 
payroll  taxes  to  be  deducted  —  many  employers  and  employees  pay 
more  in  payroll  taxes  than  they  do  in  income  taxes;  and  second, 
also  not  deductible  are  fringe  benefits. 

Taxing  businesses  for  hiring  an  employee  clearly  discourages  in- 
creased employment,  which  is  damaging  to  the  unemployed,  busi- 
nesses, and  the  economy.  Payroll  taxes  cause  many  small  busi- 
nesses to  be  taxed  at  higher  rates  than  the  larger,  more  capital- 
intensive  firms.  Therefore,  any  flat  tax  system  should  include  the 
full  deductibility  of  all  wages.  Social  Securitv  taxes,  and  other  pay- 
roll and  employee  benefit  expenses  incurrea  by  the  owners  on  be- 
half of  their  employees. 

Fourth,  requiring  a  two-thirds  supermajority  vote  in  Congress  to 
raise  tax  rates  is  absolutely  a  necessity.  This  will  help  insure  that 
the  tax  system  does  not  overreact  to  short-term  changes  in  the 
economy  or  politics.  However,  tax  rates  should  be  defined  to  in- 
clude payroll  taxes  and  fees,  so  they  don't  take  those  off-budget. 
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Economic  growth  through  incentives  to  work,  save,  and  invest.  In 
this  century  we've  seen  rapid  economic  growth  following  tax  cuts 
in  the  1920's,  the  1960's,  and  the  1980's.  We  know  from  history 
that  a  tax  on  job  creation  stifles  jobs.  No  Nation  has  ever  taxed  its 
way  to  prosperity. 

Small  businesses  can  be  devastated  by  the  estate  tax,  which  con- 
fiscates as  much  as  55  percent  of  the  value  of  an  estate  worth  more 
than  $60,000. 

On  simplicity,  so  that  everyone  can  figure  it  out,  the  current  tax 
system,  as  you've  repeatedly  heard,  is  too  costly,  too  complex,  and 
very  unfair.  Small  business  bear  a  disproportionate  high  cost  of 
compliance  related  to  large  corporations. 

You've  heard  testimony  that  about  5.3  to  5.4  billion  man-hours 
are  spent  on  tax  preparation.  Now,  what  does  that  mean  if  you're 
in  the  State  of  Washington?  That's  more  than  the  hours  worked  by 
everyone  in  our  labor  force  in  the  private  sector  and  in  the  public 
sector.  Now,  to  enforce  this,  IRS  has  111,000  employees.  That's 
more  than  all  the  State  employees  in  the  State  of  Washington.  So 
it's  rather  a  big  burden  on  business. 

Visibility,  so  that  people  know  the  cost  of  Government.  Neither 
liberals  nor  conservatives  know  how  much  Government  really  costs. 
Our  current  tax  structure  has  been  used  for  social  engineering  and 
to  raise  campaign  funds.  Clearly,  some  people  think  it's  a  good  idea 
to  use  the  Federal  Government  funds  in  this  manner.  I  don't.  But 
even  those  who  believe  taxpayers'  dollars  should  be  used  to  reshape 
behaviors  and  attitudes  do  not  have  a  clue  of  the  cost  and  benefits 
of  their  grand  schemes.  I  fully  agree  with  Milton  Friedman  who 
said,  "The  purpose  of  taxes  should  be  to  raise  revenue  to  finance 
Government  expenses.  A  major  purpose  of  taxes  today  appears  to 
be  to  enable  Members  of  Congress  and  Presidents  to  raise  cam- 
paign funds  by  inserting  or  removing  loopholes  in  our  present,  ob- 
scenely complicated  tax  code." 

In  conclusion,  many  small  businesses  are  concerned  about  shift- 
ing the  tax  burden  from  individuals  who  earn  wages  and  salaries 
to  the  small  business  owners.  If  you  increase  the  tax  burden  on 
small,  labor-intensive  business,  it  means  you're  creating  a  tax  on 
jobs.  You  will  either  force  them  out  of  business  or  you'll  force  them 
to  automate,  thereby  losing  jobs. 

Many  small  businesses  run  on  a  very  small  profit  margin,  and 
if  you  increase  their  taxes  either  by  a  higher  rate  or  fewer  deduc- 
tions, they  will  fail  no  matter  how  hard  they  work. 

In  conclusion,  it's  easy  to  create  the  illusion  that  tax  reform,  like 
deregulation  before,  is  good.  But  we  must  critically  examine  any 
tax  reform  plan  to  ensure  that  it  does  not  cause  unintended  long- 
range  problems.  Thus,  a  two-thirds  majority  should  be  required  to 
raise  any  tax  rates. 

[Mr.  Williams'  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you,  Mr.  Williams.  You  always  spark 
the  imagination  for  questions,  and  I'll  hold  thos&  until  we're  done 
with  all  the  witnesses. 

Our  next  witness  is,  looking  at  his  credentials  —  some  people, 
you  look  at  them  and  you  just  know  they're  too  smart.  I'm  not  sup- 
posed to  say  those  things  publicly.  But  this  gentleman,  Dr. 
Sjoblom,  is  with  the  Washington  Research  Council.  He  was  rec- 
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ommended  by  Dick  Davis,  and  for  that,  I  appreciate  that  rec- 
ommendation. He  graduated  from  Yale  University  in  economics, 
has  many  credentials,  and  comes  with  a  lot  of  background  and  the 
ability  to  look  at  the  nuts  and  the  bolts  of  this  issue.  What  we  find 
are,  often,  arguments  of  what  each  of  these  proposals  would  do  in 
the  economy.  We  need  good  people  weighing  in  early  in  this  debate 
that  have  the  credentials  of  our  next  witness. 
With  that.  Dr.  Kriss  Sjoblom. 

STATEMENT  OF  DR  KRISS  SJOBLOM,  ECONOMIST, 
WASfflNGTON  RESEARCH  COUNCIL 

Dr.  Sjoblom.  Madam  Chairwoman,  members  of  the  Committee, 
thank  you  very  much  for  this  opportunity  to  address  this  hearing 
of  the  Subcommittee  on  Taxation  and  Finance. 

The  existing  tax  system  is  a  great  burden  on  small  business,  and 
good  luck. 

Chairwoman  Smith.  Thank  you. 

Dr.  Sjoblom.  There  are  four 

Chairwoman  Smith.  Grood  luck  with  that  microphone.  Stay  as 
close  as  possible,  if  you  can. 

Dr.  Sjoblom.  There  are  four  attributes  that  are  particularly  im- 
portant to  consider  when  evaluating  a  tax  system. 

The  first  is  how  well  it  promotes  economic  efficiency.  Because 
taxes  distort  economic  decisionmaking,  the  burden  of  taxation  ex- 
ceeds the  revenue  that  the  Grovernment  actually  collects.  A  good 
tax  system  minimizes  this  excess  burden. 

The  second  important  attribute  is  fairness,  however  you  choose 
to  define  it. 

The  third  important  attribute  is  administrative  simplicity.  It 
should  not  be  inordinately  difficult  for  taxpayers  to  understand 
how  to  calculate  their  tax  obligation,  and  the  recordkeeping  and  re- 
porting requirements  should  not  be  unduly  burdensome. 

The  fourth  and  final  attribute  is  political  responsiveness.  Citi- 
zens should  understand  how  much  in  taxes  the  Government  actu- 
ally takes  from  them. 

The  person  from  whom  a  tax  is  collected  is  not  necessarily  the 
ultimate  payer.  For  example,  economists  generally  agree  that  work- 
ers ultimately  pay  the  Social  Security  payroll  taxes  collected  from 
employers.  Most  workers  do  not  recognize  this,  however.  As  a  re- 
sult, the  perceived  cost  of  the  Social  Security  system  is  only  one- 
half  the  actual  cost,  and  political  support  for  the  program  is  larger 
than  it  would  otherwise  be. 

The  existing  tax  system  significantly  distorts  economic  decision- 
making. In  particular,  the  income  tax  discourages  labor  in  the 
money-wage  sector,  and  it  discourages  savings.  It  is  unfair;  the  ad- 
ministrative burden  is  high;  and  a  significant  portion  of  the  tax 
burden  is  shifted  onto  people  who  are  not  aware  that  they  are  bear- 
ing it. 

There  is  broad  agreement  that  the  base  of  the  income  tax  should 
be  broadened  and  the  tax  rates  should  be  lowered. 

There  is  also  general  agreement  that  the  double  taxation  of  busi- 
ness income  is  a  major  distortion  and  should  be  eliminated. 

I  would  recommend  that  the  base  be  restricted  simply  to  con- 
sumption. Many  will  argue  that  consumption  is  more  fair  as  a  tax 
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base  than  income,  as  it  represents  what  individuals  actually  take 
from  the  economy.  A  consumption  tax  can  be  made  progressive.  A 
consumption  tax  has  the  advantage  that  it  does  not  distort  inter- 
temporal consumption  decisions. 

The  flat  tax  is  a  broad-based  consumption  tax.  It  does  particu- 
larly well  on  the  first  two  of  the  four  criteria  that  I  mentioned:  Ad- 
ministrative simplicity  and  economic  efficiency. 

Under  the  flat  tax,  there  are  actually  two  taxes:  A  tax  that  is  col- 
lected from  individuals  on  their  wage  income,  and  a  tax  that  is  col- 
lected from  businesses. 

When  calculating  the  business  tax,  a  firm  would  be  allowed  to 
deduct  from  its  gross  revenues  the  costs  of  purchased  inputs: 
Wages,  salaries,  pensions,  and  capital  expenditures.  The  attempt 
here  is  really  to  pick  up  at  the  firm  level  a  whole  range  of  com- 
pensation that  is  paid  to  individuals,  rather  than  to  go  through  the 
difficulty  of  attributing  the  compensation  to  the  beneficiaries  and 
taxing  them  on  it  directly.  v       i  ./s 

We  have  to  ask  how  small  businesses  would  evaluate  the  shift 
to  such  a  tax,  howsoever  economists  might  like  it. 

Think  about  two  types  of  small  businesses.  The  first  is  a  small 
start-up  that  dreams  of  becoming  a  large  business.  Such  a  business 
will  eventually,  it  hopes,  be  subject  to  the  corporate  income  tax  and 
will  value  the  flat  tax's  elimination  of  the  double  taxation  of  cor- 
porate profits.  The  immediate  expensing  of  investment  will  be  a 
plus,  as  will  the  administrative  simplicity  of  the  tax.  These  busi- 
nesses often  use  stock  option  to  compensate  their  employees,  and 
the  tax  treatment  of  these  options  will  be  a  major  determmant  of 
their  evaluation  of  the  tax. 

The  second  type  of  small  business  does  not  intend  to  grow  larce. 
They're  likely  to  benefit  greatly  from  the  simplification  that  the  flat 
tax  would  bring.  On  the  other  hand,  because  these  businesses  are 
organized  as  sole  proprietorships,  partnerships,  or  S-corporations, 
they  do  not  benefit  from  the  elimination  of  double  taxation.  The 
smallest  already  get  to  expense  their  investments,  and  a  number 
of  items  that  are  currently  business  deductions,  such  as  payroll 
taxes  and  employee  fringe  benefits,  would  no  longer  be  deductible. 

The  owner  of  such  a  small  business  is  likely  to  perceive  that  the 
base  upon  which  his  or  her  business  taxes  are  calculated  has  sig- 
nificantly increased  under  the  flat  tax.  Although  the  tax  rate  has 
been  lowered,  the  amount  remitted  to  the  Government  might  very 
well  increase. 

Hall  and  Rabushka  estimate  that  under  their  flat  tax  busmess 
tax  remissions  would  have  been  27  percent  higher  in  1991  than 
under  the  existing  system. 

Theory  says  that  these  taxes,  though  collected  from  employers, 
would  actually  be  borne  by  the  employees,  and  I  believe  the  theory. 
Whether  the  business  owner  will  perceive  this  to  be  the  case  is  an- 
other matter.  I  would  suspect  that  these  small  business  owners  will 
feel,  incorrectly,  that  their  taxes  have  been  raised  by  the  flat  tax. 
This  may  prove  to  be  a  major  impediment  to  its  adoption. 

Relatedly,  by  increasing  the  proportion  of  indirect  taxation,  the 
flat  tax  conceivably  would  reduce  voters'  perception  of  the  cost  of 
Government. 

[Dr.  Sjoblom's  statement  may  be  found  in  the  appendix.] 
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Chairwoman  Smith.  Thank  you. 

It's  hard  not  to  ask  the  questions  right  after  you  get  done;  you 
can  tell  I'm  struggling  with  that,  you  had  some  very  good  state- 
ments. Our  next  witness  was  recommended  by  Representative 
McDermott,  who  cannot  be  here  today,  but  we  are  sitting  in  his 
district.  He  felt  that  Professor  Meade  Emory  was  a  great  base  of 
knowledge,  and  spoke  very  highly  of  him,  and  so  we  asked  him  to 
come.  He's  a  professor  of  law  and  the  director  of  the  graduate  pro- 
gram of  taxation  at  the  University  of  Washington,  isn't  it? 

Mr.  Emory.  University  of  Washington. 

Chairwoman  Smith.  University  of  Washington  Law  School  — 
and  has  quite  a  few  credentials  in  practice.  He  was  a  staff  member 
on  the  Joint  Committee  on  Taxation  for  Congress,  so  he  has  a  lot 
of  experience  with  Congress,  Assistant  to  the  Commissioner  of  the 
Internal  Revenue  Service,  which  isn't  very  popular  right  now  —  I 
hope  that's  past.  He  is  of  counsel  with  the  Seattle  law  firm  of  Lane, 
Powell,  Spears  &  Lubersky.  We  are  honored  that  you  would  come 
this  morning  and  testify. 

Mr.  Emory. 

STATEMENT  OF  MEADE  EMORY,  PROFESSOR  OF  LAW  AND  DI- 
RECTOR,  GRADUATE  PROGRAM  IN  TAXATION,  UNIVERSITY 
OF  WASHINGTON  SCHOOL  OF  LAW 

Mr.  Emory.  Thank  you  very  much,  Congresswoman  Smith. 

Thank  you,  Congressman  Metcalf  and  Congresswoman  Dunn. 

I'm  very  happy  to  be  here,  especially  since  it  was  known  at  the 
outset  that  my  views  were  a  little  bit  different,  and  so  I'm  pleased 
to  be  here  and  have  an  opportunity  to  share  some  of  my  views  with 
you. 

Could  I  ask  that  my  statement  be  made  a  part  of  the  record? 

Chairwoman  Smith.  Yes. 

Mr.  Emory.  Thank  you  very  much. 

I'd  like  to  congratulate  you,  Congresswoman  Smith,  on  these 
hearings,  because  even  though  my  views  are  slightly  different  than 
those  previously  presented,  I  think  it's  admirable  to  rigorously  look 
at  our  system  and  to  examine  it. 

But  I  do  think  that  —  and  one  of  the  witnesses  mentioned  this 
point,  that  one  of  the  main  sources  of  complexity  is  the  constant 
and  regular  change  in  the  tax  law.  I  notice  that  during  the  1980's, 
while  it  was  great  as  a  tax  practitioner,  it  was  terrible  for  the  pub- 
lic. The  changes  that  were  going  through  the  Congress  and  the 
education  and  compliance  costs  that  were  associated  with  those 
regular  changes  were  no  doubt  considerable.  It's  a  little  bit  quieter 
on  the  tax  front  now  in  terms  of  legislation.  That's  partly  due  to 
the  President's  veto  plan  and  also  to  the  impending  prospect  that 
there  may  be  major  tax  reform  in  the  ensuing  years.  But  I  think 
that  in  itself  has  lent  a  little  bit  of  stability  to  the  system. 

People  have  spoken  of  complexity.  I  think  there's  justifiable  com- 
plexity and  there  is  unnecessary  and  unjustifiable  complexity.  For 
example,  I  teach  my  law  students  the  complex  corporate  reorga- 
nization provisions,  and  those  are  complex  provisions  designed  for 
complex  transactions.  It  seems  to  me  that,  while  it's  perhaps  not 
a  perfect  world,  it's  at  least  partly  justifiable  in  the  sense  that  tax- 
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payers  having  those  kinds  of  transactions  are  going  to  have  the 
kind  of  counsel  and  advice  that  they  need. 

What  I  do  think  should  be  eradicated,  is  the  complexity  that  at- 
taches to  provisions  of  broad  application.  Many  of  those,  of  course, 
would  impact  small  business.  But  mainly  I'm  talking  about  the 
kind  of  person  who  has  to  file  a  return  without  professional  advice, 
and  has  to  work  his  or  her  way  through  a  thicket  of  provisions  that 
must  be  quite  frustrating,  insofar  as  compliance.  I  have  in  mind 
the  earned  income  tax  credit,  all  of  the  rules  associated  with  per- 
sonal exemptions,  moving  expenses,  the  home  interest  deduction, 
which  is,  as  you  know,  a  fairly  simple  thing,  but  it's  got  its  own 

Now,  one  of  the  things  that  there  has  been  a  lot  of  talk  arising 
over  the  last  few  months  is  that  flat  tax  and  a  consumption-based 
flat  tax.  I  think,  again,  that  that  discussion  is  healthy. 

One  of  the  things  that  I  have  a  concern  about  is  taking  a  great 
leap  into  the  unknown.  One  of  the  things  that  I  think  we  have  to 
be  reminded  of  is  that  there  probably  won't  be,  as  I  think  I  ex- 
pressed in  my  statement,  a  considerable  leap  forward  in  simplicity, 
insofar  as  the  consumption-based  flat  tax  is  concerned. 

One  of  the  other  concerns,  of  course,  is  revenue  generation.  Even 
Congressman  Armey  last  week  indicated  that  his  Hall/Rabushka- 
type  flat  tax  proposal  would  fall  $38  billion  short  of  current  reve- 
nue production,  and  Treasury  estimates  that  it  would  be  three  to 
four  times  that. 

Concerning  the  tax  burden  —  and  that's  one  of  the  things  that 
none  of  the  prior  witnesses  has  spoken  about,  and  I  can  understand 
why,  because  of  the  fact  that  it's  not  one  of  the  really  stellar  points 
about  a  consumption-based  flat  tax.  That  is  that  we  would  have  a 
situation  where  affluent  taxpayers  who  receive  most  of  their  m- 
come  from  capital  —  I'm  talking  about  interest  and  dividends  — 
would  end  up  paying  no  tax  on  those  kinds  of  receipts. 

Now,  I'm  old  enough  to  remember  that  in  1969  Secretary  Ban- 
said  154  taxpayers  with  AGI  of  over  200,000  paid  no  income  tax, 
and  there  was  close  to  a  revolution.  There  would  have  been  a  revo- 
lution, a  quiet  kind,  a  civil  revolution,  if  you  will,  if  Congress  had 
not  enacted  the  1969  Tax  Reform  Act. 

Now,  one  final  word  —  and  I  see  that  the  yellow  light  has  gone 
on. 

Chairwoman  Smith.  Just  ignore  it. 

Mr.  Emory.  One  final  word  about  estate  and  gift  taxes.  They're 
of  special  concern,  of  course,  to  small  business.  But  let  me  say  as 
a  practitioner  who's  practiced  in  the  tax  area  for  almost  all  of  my 
professional  life,  I  don't  believe  that  the  prospect  of  paying  estate 
taxes  in  any  way  diminishes 

Can  I  have  1  more  minute,  half  a  minute? 

Chairwoman  Smith.  Yes,  please  do. 

Mr.  Emory.  Thank  you. 

In  any  way  diminishes  the  enthusiasm  and  the  vigor  with  which 
an  entrepreneur  approaches  his  or  her  business.  I  just  don't  think 
that  they  think  about  the  prospect  of  paying  a  transfer  tax  lo,  those 
many  years  hence. 

Futher  data  shows  that  almost  no  businesses  are  sold  as  a  result 
of  having  to  pay  the  estate  tax.  First,  only  one  percent  of  decedents 
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file  a  form  706,  which  is  an  estate  tax  return.  Mr.  Neil  Hare,  who's 
on  the  Iowa  State  faculty,  estimates  that  95  percent  of  farms  are 
passed  free  of  the  transfer  tax. 

I  would  certainly  want  a  system  where  there  is  absolutely  no 
business  that  has  to  be  sold  for  the  payment  of  estate  taxes.  If  Con- 
gress can  improve,  for  example,  section  6166,  which  provides  for  a 
15-year  installment  payment  of  estate  taxes,  by  casting  a  wider  net 
for  its  availability,  I  would  applaud  that.  I  have  some  suggestions 
in  my  statement  to  that  effect. 

It  seems  to  me  that  a  transfer  tax  is  —  and  most  economists  who 
talk  about  the  flat  tax,  in  fact  David  Bradford,  who's  one  of  the 
leading  exponents  of  a  consumption-based  flat  tax,  thinks  that  a 
tax  on  intergenerational  transfers,  which  of  course  the  estate  tax 
is  —  is  a  worthy  component  of  a  consumption-based  flat  tax  sys- 
tem. In  my  statement  I  went  into  several  of  the  justifications  for 
retaining  the  current  transfer  tax  system. 

So  in  conclusion.  Madam  Chairwoman,  I  would  urge  the  Commit- 
tee to  make  recommendations  and  to  consider  matters  that  are  in 
the  nature  of  improvement  of  a  system  that  has  really  stood  us  in 
good  stead.  It's  made  our  economy  the  envy  of  the  developed  world. 
Our  tax  system  is  certainly  the  envy  of  all  countries  that  have  tax 
systems  in  the  developed  world.  I  think  we  should  do  what  we  can 
to  improve  it,  but  not  throw  the  baby  out  with  the  bath  water,  to 
use  that  old  cliche. 

Thank  you  very  much. 

[Mr.  Emory's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you,  professor. 

Obviously,  we  have  very  learned  people  with  a  lot  of  different 
ideas,  but  that's  what  this  is  about. 

I  think  the  one  thing  you  said,  that  I  will  comment  on  before  we 
go  to  questions,  is  taking  a  great  leap  into  the  unknown.  For  sure, 
we  cannot  do  that.  That's  why  I  want  to  commend  Representative 
Dunn  on  her  statement  that  it's  probably  1999  before  we  will  be 
seeing  something.  Then,  I  would  believe  that  it  would  take  a  tran- 
sition period. 

But  because  I  am  the  freshman,  you  might  say,  in  this  delegation 
with  some  of  the  congressional  knowledge,  we're  going  to  start  the 
questions  with  our  senior  and  more  learned  member  on  the  con- 
gressional debate  on  this  issue,  Representative  Dunn. 

Ms.  Dunn.  Thank  you  very  much,  Linda. 

I  have  a  number  of  questions,  gentlemen  and  gentlelady,  and  I 
think  I  have  about  5  minutes.  Is  that  right? 

Chairwoman  Smith.  We  are  going  to  have  a  little  latitude  here. 

Ms.  Dunn.  OK 

Well,  let  me  just  make  a  comment.  Professor  Emory,  I  was  sur- 
prised by  your  comment  that  few  businesses  are  sold  as  a  result 
of  the  burden  of  the  inheritance  tax.  Is  that  what  you  said? 

Mr.  Emory.  That's  my  understanding.  I'm  not  an  economist.  I  do 
know  that  the  transfer  tax  obviously  impacts  a  lot  of  small  busi- 
nesses. But  the  point  is  that  there  are  sufficient  safeguards  in  the 
current  law  to  prevent  a  meat  ax  kind  of  appHcation  of  the  transfer 
tax  to  those  businesses.  I  mentioned  the  installment  payment  of 
the  estate  tax,  which  allows  a  15-year  payment  period,  some  of  it 
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at  a  very  low  interest  rate,  there  allowing  the  estate  taxes  to  be 
paid  out  of  revenue  generated  by  the  subject  business. 

Frankly,  with  respect  to  many  small  businesses,  the  discounts 
that  are  available  with  respect  to  the  valuation  of  those  businesses 
—  fractional  interest  discounts,  liquidity  discounts,  minority  inter- 
est discounts  a  good  estate  planner  can  reduce  the  valuation,  and 
admirably  so  and  correctly  so.  Because  a  minority  interest  or  even 
a  majority  interest  in  a  closely-held  business  is  not  an  easily  sal- 
able item  and 

Ms.  Dunn.  Thank  you.  Thank  you,  professor.  I'm  just  going  to 
interject  here. 

Mr.  Emory.  Excuse  me.  I  apologize. 

Ms.  Dunn.  It  startles  me,  because  my  investigation  has  led  me 
to  entirely  different  results.  For  example,  I  can  think  of  a  small 
timber  farm,  Linda,  in  your  district  where  old-growth  timber  on 
private  property  had  to  be  cut  down  to  pay  the  inheritance  tax.  I 
think  there  are  terribly  damaging  results  from  the  55  percent  bur- 
den of  inheritance  taxes. 

As  Dr.  Feulner  said  earlier,  the  fact  that  the  inheritance  tax  is 
so  exorbitant,  and  that  it  is  the  —  often  the  third,  fourth,  fifth  time 
that  same  dollar  has  been  taxed,  I  think  it's  a  devastating  tax.  On 
my  list  of  helps  to  small  business,  certainly  the  one  thing  I  would 
start  with  —  let  me  —  did  you  want  to  address  that? 

Ms.  Adams.  I  want  to  interject  something  here.  In  my  role  as  a 
commissioner,  we  heard  very  moving  testimony  regarding  this 
same  issue  in  two  places  across  the  country.  One  was  in  Harlem 
and  one  was  in  Omaha.  The  one  that  especially  comes  to  mind  is 
hearing  farmers  in  Omaha  talk  about  breaking  apart  the  family 
farm.  They  had  two  choices.  One,  if  they  wanted  to  retire,  they 
would  have  to  break  it  up  into  small  pieces  in  order  to  pay  the  cap- 
ital gains  tax.  Or  when  they  died  and  they  wanted  to  will  that  farm 
to  their  children,  they,  too,  were  going  to  have  to  break  it  up  and 
sell  it  in  small  pieces  so  they  could  pay  the  inheritance  tax.  So  it 
is  affecting  people.  It  is  completely  different 

Ms.  Dunn.  Yes,  I  think  that's  far  more  accurate. 

I  have  a  number  of  questions,  and  I'm  going  to  try  to  pinpoint 
those. 

There's  going  to  be  a  political  problem  if  we  go  with  the  flat  tax, 
and  that  will  be  that,  for  example,  the  pure  flat  tax  that  Dick 
Armey  is  proposing  doesn't  tax  dividends.  So  the  political  argument 
will  be  that  people  who  are  in  the  very  rich  element  of  our  society 
won't  be  taxed  as  much  as  the  middle-income  folks.  I'd  like  to  di- 
rect this,  Ed,  to  you.  How  do  you  overcome  that  argument?  We  all 
know  that  that  is  supposed  to  be  the  income  that  is  available  for 
risk  capital.  How  are  we  going  to  get  over  this  sort  of  problem  as 
we  address  that  the  flat  tax  may  be  the  one  to  use  as  a  replace- 
ment tax? 

Dr.  Feulner.  It  is  indeed,  congresswoman,  a  problem  in  terms 
more,  I  think,  of  perception  than  of  economic  impact.  Our  belief  is 
that  in  terms  of  taxing  one  time  means  that,  in  fact,  that  income 
has  been  taxed,  but  at  the  corporate  level. 

One  of  the  thoughts  that  we  had,  for  example,  is  that  when  a 
dividend  check  is  issued,  it  could  be  accompanied  by  the  equivalent 
of  a  W-2  statement,  in  effect  saying,  "The  company  paid  X  dollars 
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in  taxes  on  the  dividends  that  you  are  hereby  receiving."  In  terms 
of  reminding  people  who,  in  fact,  that  income  has  already  been 
taxed.  So  in  terms  of  taxing  it  one  time,  that's  one  of  our  very,  very 
basic  premises,  and  to  remind  ourselves  that,  in  fact,  that  has' been 
taxed  already  at  the  corporate  side. 

I  might  also  just  add  a  footnote,  if  I  could,  to  what  my  colleague 
Loretta  mentioned  in  terms  of  the  estate  tax.  I  was  particularly 
surprised  to  hear  Professor  Emory  say  that  it  only  affects  1  percent 
of  the  taxpaying  public.  Of  course,  as  our  report  points  out,  at  the 
moment  the  top  1  percent  of  the  taxpayers  are  paying  almost  30 
percent  of  the  personal  income  tax.  So  it's  a  very  large  number, 
whether  you're  talking  about  personal  income  tax  —  and  when 
you're  talking  about  1  percent  of  100  million  taxpayers,  you're  talk- 
ing about  a  very  significant  number  of  people  who  really  are  very 
much  concerned  about  this.  It's  a  real  issue. 

Ms.  Dunn.  Thank  you.  Ed,  let  me  shoot  another  question  your 
way,  something  I've  been  having  problems  with  lately. 

I  am  a  supporter  of  the  two-thirds  vote  required  to  increase  tax 
rates.  But  what  happens  if  we  do  a  shift  to  a  replacement  —  to 
some  sort  of  other  tax  in  place  of  the  income  tax?  What  happens 
if  you  do,  as  you  say  in  your  statement,  increase  tax  burdens  on 
corporations?  Are  we  going  to  run  into  a  problem  of  having  to  re- 
quire in  the  Congress  a  two-thirds  vote  to  pass  an  increase  on  cor- 
porations if  that  is,  in  fact,  one  of  the  changes  that  will  be  in- 
cluded? 

Dr.  Feulner.  One  of  the  recommendations  that  we  made,  again 
in  terms  both  of  —  well,  primarily  in  terms  of  the  predictability, 
is  that  any  changes  to  the  code  at  all  ought  to  require  a  super- 
majority.  Otherwise,  you're  constantly  getting  the  kind  of  changes 
that  are  —  well,  I  guess  it  does  make  some  local  businesses  out 
here  very  happy  because  they  can  come  out  with  a  new  edition  of 
TurboTax  or  MacInTax  software  every  year.  But  other  than  that, 
the  rest  of  us  who  have  to  sit  down  with  a  pen  and  a  calculator 
and  try  to  figure  it  out  ourselves  and  turn  it  over  to  an  accountant 
as  year  after  year  of  changes  come  along,  it's  a  —  that's  why  we 
specifically  recommend  the  two  thirds  supermajority. 

The  other  point  is,  too,  in  terms  not  just  of  predictabiHty  but  also 
going  to  the  point  that  several  of  the  other  witnesses  had,  in  terms 
of  trying  to  keep  the  tax  rate  low,  so  that  it  isn't  easy  to  come  along 
and  increase  it. 

In  terms  of  revenue  estimates,  if  in  fact  the  Treasury  Depart- 
ment could  come  along  and  take,  for  example,  the  Meyer  model  — 
Mr.  Meyer,  as  you  know,  is  the  newest  appointed  or  about- to-be- 
appointed  member  of  the  board  of  governors  of  the  Federal  Reserve 
Board  —  and  use  his  dynamic  revenue  estimates,  which  the  Fed- 
eral Reserve  Board  already  uses,  and  look  at  what  some  of  the  real 
revenue  estimates  are  under  a  flat  tax  and  how  that  would  lead  to 
really  unleashing  the  national  economy,  I  think  the  revenue  esti- 
mates would  be  very  different. 

All  I  have  to  say  is,  under  the  current  system,  reading  the  front 
page  of  today's  USA  Today,  the  revised  number  for  last  year  is  that 
we  had  something  like  1.2  or  1.3  percent  real  growth.  I  think  a 
large  reason  for  that  is  because  of  basically  what  happened  in 
terms  of  the  1993  tax  increase  that  came  along,  once  again  put  a 
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damper  in  terms  of  real  economic  growth.  We've  got  to  get  past 
that.  Our  system  is  not  the  envy  of  the  rest  of  the  world.  We're  far 
behind  in  terms  of  real  economic  growth,  and  we've  got  to  do  some- 
thing about  it,  and  we've  got  to  move  toward  a  new  system. 

Ms.  Dunn.  Thank  you. 

Bob,  I  really  enjoyed  your  testimony.  Your  point  about  marginal 
tax  rates,  I  think,  is  critically  important.  Your  point  about  the  38 
percent  tax  burden  on  an  average  family  —  did  you  read  the  Read- 
er's Digest  piece  a  few  months  ago,  where  every  area  of  our  whole 
civilization  in  the  United  States  was  surveyed  on  what  they 
thought  should  be  the  average  highest  required  tax  burden  on  a 
family?  They  all  said,  whether  they  were  black  or  white  or  rich  or 
poor,  they  said  25  percent.  You're  absolutely  right,  we're  up  around 
38  percent.  I  think  it's  stunning,  and  it's  far  too  much.  I  think  vour 
point  about  cutting  spending  as  the  place  to  start  is  a  good  re- 
sponse to  those  who  say  that  a  flat  tax  may  not  be  revenue-neutral. 
If  we  can  do  our  job  and  cut  spending,  we'll  be  way  ahead. 

Bob,  let  me  ask  you:  Do  you  think  that  people,  because  of  the  in- 
vestment they  have  to  make  now  in  CPA's  and  lawyers  and  time 
and  fear  of  the  IRS  and  an  audit,  do  you  think  they'd  be  willing 
to  pay  a  little  bit  more  if  they  could  have  a  fair  and  a  simple  tax 
system  —  say  the  amount  more  that  they  pay  to  a  CPA  these  days? 

Mr.  Williams.  I  think  the  fear  is,  is  this  really  the  end,  or  is  this 
just  a  temporary  thing,  that  Congress  can  come  back  and  raise  the 
taxes  again?  That's  why  you  need  the  two  thirds  as  a  protection. 
If  you  don't  have  that,  you  get  that  fear  in  there. 

Ms.  Dunn.  Is  there  any  way  in  your  mind  —  well,  locking  it  in 
would  certainly  happen  with  the  two  thirds  required  majority. 
Wouldn't  even  need  a  constitutional  amendment  or  anything. 
That's  great.  I  appreciate  that. 

I  guess.  Madam  Chairman,  that's  about  the  extent  of  my  ques- 
tions. I  appreciate  having  the  chance  to  ask  them  and  —  I  know, 
I  had  one  more  question  left,  if  I  still  have  time. 

I  really  would  like  to  have  you  address  a  big  problem  we  have 
right  now,  which  is  the  gray  economy,  the  underground  economy 
that  we're  not  able  to  capture  right  now  under  our  current  income 
tax  system,  because  druggies  aren't  going  to  report  income.  Does 
any  of  you  think  that  we  can  do  better  under  any  particular  type 
of  tax  system?  For  example,  a  Federal  national  sales  tax,  would 
that  begin  to  capture  that  underground  economy,  since  those  folks 
have  to  buy  food,  for  example? 

Let's  start  with  Kriss. 

Dr.  Sjoblom.  The  problem  with  that  kind  of  reasoning  is  that 
you  end  up  taxing  only  the  goods  outside  of  the  gray  economy,  and 
so  you're  making  participation  in  it  in  some  ways  even  more  attrac- 
tive. So  what  you're  getting  with  the  right  hand,  you're  giving  back 
with  the  left  hand. 

Mr.  Emory.  Well,  there  is  one  approach  to  the  underground  econ- 
omy. I  lament  its  existence  as  much  as  you  do,  Congresswoman 
Dunn.  When  I  was  at  the  Service  during  the  Carter  period,  we 
went  over  to  the  White  House  and  asked  for  more  appropriations 
for  revenue  enforcement.  The  data  shows  that  every  dollar  spent  in 
IRS  enforcement  increases  revenue  by  $8.  So  it's,  in  a  sense,  a 
money  tree.  But  query,  whether  or  not  the  system  and  the  populace 
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as  a  whole  would  support  a  broader  audit  coverage  rate  —  pres- 
ently only  a  sliver  more  than  1  percent  of  income  tax  returns  are 

audited.  If  the  audit  coverage  was  increased  to,  say,  3  percent 

of  course,  that  would  cost  money  and  an  increased  IRS  appropria- 
tion —  the  tax  revenues  would  increase  and  the  underground  econ- 
omy would  be  hit  hard. 

But  I  query  whether  or  not  the  public  would  support  that,  or 
even  whether  the  Congress  would  endorse  it,  considering  the  cur- 
rent antipathy  toward  the  IRS. 

Ms.  Dunn.  I  don't  think  so. 

Anybody  else  have  a  comment  on  the  underground  economy  on 
any  of  these  tax  proposals?  Ms.  Adams. 

Ms.  Adams.  I  don't  have  a  comment  on  this  per  se,  but  my  feel- 
ing is  just  to  pursue  one  particular  segment  that  represents  X  per- 
cent —  I  don't  know  what  —  what  are  you  trading  off  in  the  big 
picture  just  to  go  after  them?  Is  it  worth,  skewing  the  whole  system 
just  for  that  one  group? 

Ms.  Dunn.  Thank  you. 

Chairwoman  Smith.  Thank  you.  Representative  Dunn.  As  usual, 
very  good  questions. 

With  that,  we  have  had  another  Member  join  us.  We  are  going 
to  have  his  opening  statement,  though,  between  these  two  panels. 
We  want  to  thank  Representative  Rick  White  for  joining  us.  I  know 
he  has  another  very  important  engagement  in  the  middle  of  this, 
and  so  his  time  is  limited. 

We  will  take  your  statement  in  between,  if  that's  OK. 

Mr.  White.  Whenever  you're  ready. 

Chairwoman  Smith.  Are  you  all  right  with  that? 

Mr.  White.  I  am. 

Chairwoman  Smith.  I  know  your  time  is  a  problem. 

Next  we  go  to  questions  from  Representative  Jack  Metcalf 

Mr.  Metcalf.  Thank  you.  Madam  Chairman. 

I  just  wanted  to  check  one  thing.  Dr.  Sjoblom.  In  your  testimony 
you  mentioned  the  Hall/Rabushka  flat  tax  model  with  a  19  percent 
rate.  I  just  wonder,  how  did  they  select  that  19  percent? 

Dr.  Sjoblom.  I  believe  they  chose  that  in  order  to  approximate 
the  revenue  that  was  being  raised  under  the  existing  system. 

Mr.  Metcalf.  In  other  words,  it  would  not  be  a  tax  increase  or 
a  tax  decrease,  but  to  achieve  equity? 

Dr.  Sjoblom.  Yes,  revenue  neutrality,  actually. 

Mr.  Metcalf.  OK. 

Dr.  Sjoblom.  Without  any  dynamic  scoring. 

Mr.  Metcalf.  Thank  you. 

For  Mr.  Williams:  You  said  that  the  payroll  taxes  —  or  maybe 
I  misunderstood  this.  Payroll  taxes  should  be  deducted,  a  deduct- 
ible item  for  owners.  Would  that  be  for  all  businesses,  or  just  small 
businesses? 

Mr.  Williams.  I  think  it  should  be  for  all  businesses.  In  Wash- 
ington State,  when  I  was  a  legislator,  many  times  under  our  B&O 
we  had  penalties  against  hiring  people,  and  encouraged  people  to 
automate. 

Mr.  Metcalf.  Yes. 

Mr.  Williams.  Congress  does  the  same  thing.  We  need  jobs,  and 
we  need  to  treat  everybody  equal. 
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Mr.  Metcalf.  Thank  you. 

To  Professor  Emory  —  and  this  one  is  to  all  the  panel,  but  since 
you  mentioned  it,  why  don't  you  go  first  on  it? 

We  do  have  a  problem  with  the  flat  tax,  at  least  fi"om  what  I 
have  heard,  and  it  is  this:  We've  already  taken  a  tremendous 
amount  of  artillery  fire  from  the  very  liberal  Democrats  on  the  tax 
breaks  for  the  rich,  which  they  —  they're  talking  about  the  capital 
gains  tax.  I  believe  that  capital  gains  reduction  will  pass  Congress 
because  while  they  attack  us  viciously  on  the  floor,  privately  they 
say,  "Yes,  we  know  it's  a  good  thing,  but  it's  such  a  great  issue  we 
can't  leave  it  alone."  But  anyway,  we've  already  taken  a  hit  on 
that.  You  mentioned  the  fact  that  the  flat  tax  might  be  a  tax  break 
for  the  rich.  I'm  concerned  about  that,  because  if  it  is,  the  Repub- 
licans are  not  going  to  lead  the  charge  on  this.  They're  not  very  en- 
thusiastic about  it.  Any  comment  on  it? 

Mr.  Emory.  Well 

Mr.  Metcalf.  Will  it  really  work  that  way? 

Mr.  Emory.  Both  ends  of  the  seesaw  can't  be  up.  If  you're  going 
to  lower  taxes  on  the  well-to-do,  and  when  you  look  at  all  the  in- 
come allocation  charts  and  you  find  that  85  percent  of  dividend  in- 
come is  received  by  the  top  10  percent  of  American  taxpayers  in 
terms  of  income  and  wealth,  then  you've  got  a  problem,  because  at 
the  same  time,  you're  going  to  be  increasing  taxes  on  the  middle 
and  lower  income  groups. 

With  respect  to  the  double  taxation  of  corporate  income,  I  lament 
that  as  much  as  everyone  on  this  panel.  But  we  have  to  keep  in 
mind  that  a  good  part  of  business  income  is  not  double-taxed:  part- 
nership income,  S  corporation  income,  sole  proprietorship  income 
all  are  not  double-taxed.  It's  only  C  corporation  income  that's  dou- 
ble-taxed. 

I  think  that  one  possibility  would  be  to  integrate  corporate  in- 
come taxes,  as  has  been  proposed  for  a  number  of  years. 

One  simple  sort  of  meat  ax  approach  to  do  that  would  be  allow 
the  corporation  a  deduction  for  a  dividend  distribution,  and  then 
the  amount  would  be  taxed  to  the  distributee  shareholder  who  gets 
the  economic  benefit  of  the  spending. 

Yes.  I  think  your  party  has  to  worry  about  that,  and  it  isn't  a 
partisan  issue.  I  think  we  as  a  populace  have  to  worry  about  public 
perceptions  of  the  tax  system. 

Frankly,  one  of  the  things  that  really  drove  the  1986  act  insofar 
as  reform  was  concerned  was  the  tax  shelter  business,  and  how  ev- 
erybody was  getting  away  with  murder  with  these  tax  shelter  gim- 
micks. The  passive  activity  loss  provisions  shut  that  down;  tax 
shelters  are  now  a  thing  of  the  past.  That  was  a  very  laudable  goal 
of  the  Reagan  period.  Senator  Dole,  who  was  there  in  achieving 
that,  as  was  Senator  Packwood,  have  to  be  congratulated  for  that, 
for  the  tax  shelter  business,  as  we  knew  it,  is  now  dead.  That  went 
some  distance  to  restoring  public  confidence  in  the  system. 

But  I  think  it's  going  to  be  aroused  —  disquiet  will  be  aroused 
if  there's  a  perception  that  the  well-to-do  are  not  paying  their  fair 
share. 

Mr.  Metcalf.  Well,  I  agree  with  you  on  your  last  statement. 

But  now  you're  apparently  referring  to  Armey's  flat  tax,  where 
they  did  not  —  did  not  tax  the  individual. 
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Mr.  Emory.  Correct. 

Mr.  Metcalf.  What  if  we  did?  What  if  we  just  taxed  everyone? 
It  would  be  double  taxation  in  a  sense,  but  what  if  we  just  did 
that?  Would  that  still  be  a  tax  break  for  the  rich,  or  would  it  be 
something  that  could  balance  pretty  close? 

Mr.  Emory.  Well,  wouldn't  that  be  very  much  like  the  present 
system?  I  would  encourage  the  other  panelists  to  respond  to  that. 

Mr.  Metcalf.  Yes,  I  was  going  to  ask  them  to  respond. 

It  seems  to  me  that  it  wouldn't  be  very  much  like  the  present 
system,  but  I  mean,  there  would  be  some  significant  differences. 
But  if  you  have  any  comments  on  this  whole  question  I'd  be  inter- 
ested, because  this  is  a  problem  that  we  face,  a  real  one. 

Chairwoman  Smith.  Mr.  Metcalf 

Mr.  Metcalf.  Yes? 

Chairwoman  Smith.  Could  I  ask  a  question  within  that  question? 

Mr.  Metcalf.  Sure. 

Chairwoman  Smith.  If  this  doesn't  do  what  you  were  getting  at, 
then  you  tell  me. 

This  is  something  that  has  been  brought  to  my  attention,  and  I 
think  it's  getting  close  to  what  Representative  Metcalf  is  saying. 
WTiat  if  we  did  decide  to  tax  interest,  say,  and  put  a  floor?  Other- 
wise, everyone  would  not  pay  on  a  certain  amount,  which  encour- 
ages savings. 

But  at  a  certain  point  Bill  Gates,  if  he  made  a  billion  dollars  in 
interest,  took  everything  out  and  just  decided  to  make  a  billion  a 
year  interest,  he  would  have  to  pay  also.  Have  corporate  dividends 
written  off  by  the  corporation  or  whichever,  otherwise  not  double- 
taxed  under  your  principle.  But  then,  that  would  —  that  would 
take  away  the  appearance  —  and  I  understand  economic  argu- 
ments of  not  taxing  business  income  because  it  does  pass  on  to 
someone  else.  But  the  appearance  which  appears  to  be  our  biggest 
problem  —  the  appearance  would  not  then  be  that  businesses  es- 
cape taxation.  And  it  would  not  be  that  wealthy  people  could  just 
divert  their  money  to  investments  and  be  in  the  Bahamas  and  not 
pay  taxes,  while  you're  working  your  tail  off  at  a  factory  and  you're 
paying  taxes. 

Dr.  Feulner,  would  you  start  with 

Is  that  close  enough? 

Mr.  Metcalf.  Yes,  that's  fine.  That's  it  exactly. 

Now  if  they  would  like  to  make  a  few  comments  on  this  whole 
thing,  I'd  appreciate  it. 

Dr.  Feulner.  Let  me  try  to  address  that.  Madam  Chairwoman 
and  Mr.  Metcalf,  because  that  in  fact  was  a  question  we  wrestled 
with  hour  after  hour  and  day  after  day  as  our  commission  met  both 
with  public  witnesses  and  in  our  private  deliberations. 

First  again,  however,  I'd  like  to  make  one  statement  for  the 
record.  I  don't  think  I  ever  did  ask,  incidentally,  to  have  my  formal 
statement  put  in  the  record.  If  I  could 

Chairwoman  Smith.  Yes,  that  is  automatic. 

Dr.  Feulner.  Regarding  the  fact  that  85  percent  of  the  income 
from  dividends  goes  to  the  top  10  percent  of  the  taxpayers  —  one 
of  the  things  we  looked  at  early  on,  Madam  Chairwoman,  was  the 
way  the  income  distribution  tables  are  broken  down  by  the  Internal 
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Revenue  Service.  Unfortunately,  again,  that's  a  static  look.  That's 
what  happened  on  day  one  or  on  X  year. 

The  fact  is  that  something  like  35  or  40  percent  —  this  is  off  the 
top  of  my  head  —  of  the  individuals  in  the  bottom  20  percent  of 
income  t£ix  earners,  by  the  next  10  years  are  in  the  top  20  percent, 
so  that  those  20  percent  numbers  are  constantly  shifting  in  terms 
of  who  they  actually  make  up  in  terms  of  taxpayers.  So  to  say  that 
it's  the  same  small  group  of  rich  people  who  keep  getting  the  same 
dollars  and  stay  at  the  top  of  the  economic  pile  in  the  United 
States  is  just  not  true,  when  you  look  at  how  those  numbers  shift 
and  how  individuals  move  within  them. 

Regarding  the  point  you  made  —  and  this  goes  to  some  other 
questions  and  comments  that  were  made  —  first  of  all,  in  the  work 
of  the  so-called  Kemp  Commission,  we  did  not  endorse  any  particu- 
lar plan.  What  we  did  was  endorse  a  set  of  principles.  My  problem, 
in  terms  of  talking  now  about  the  possibility  of,  in  effect,  a  double 
taxation  of  dividend  income  because  of  —  in  fact,  we  used  the  same 
example;  we  referred  to  the  Bill  Gates  problem.  I  didn't  want  to 
raise  that  spontaneously,  being  out  here. 

Chairwoman  Smith.  Good  man. 

Dr.  Feulner.  I'm  sure  it's  raised  in  other  —  by  others,  as  well. 

Mr.  White.  He  is  one  of  my  constituents,  so  I'd  keep  that  at  a 
minimum,  if  possible. 

Dr.  Feulner.  Thank  you,  Mr.  White. 

It  is  a  problem.  For  us,  when  we  were  trying  to  set  forth  this  set 
of  principles,  we  understand  in  the  political  process  that  there  are 
going  to  be  tradeoffs,  and  that  changes  are  going  to  have  to  be 
made  and  some  things  will  have  to  happen. 

But  one  of  our  fundamental  premises  is  that  income  should  only 
really  be  taxed  once.  So  to  have  it  taxed  at  both  the  corporate  level 
and  then  also  when  paid  in  terms  of  a  dividend  to  Mr.  Gates  or 
John  Jones,  who's  a  small  investor  with  his  individual  account  at 
Charles  Schwab  or  whatever,  was  to  do  a  violence  to  that  basic 
premise  that  we  should  only  tax  income  one  time.  We  understand 
what  happens  in  the  political  process.  We're  not  naive.  But  that's 
the  premise  that  we  started  from,  in  terms  of  where  we  all  ought 
to  begin  the  debate. 

Chairwoman  Smith.  Can  you  clarify  interest?  I  still  have  not  un- 
derstood why  interest  was  in  that  same  vein.  If  I  gave  one  of  my 
children  a  million  dollars  and  said,  "Invest,"  and  another  of  my 
children  an  education  that  cost  half  that  and  said,  "Go  be  a  doctor," 
one  would  pay  tax  and  the  other  one  wouldn't,  and  yet  I  gave  them 
the  money.  How  do  you  deal  with  that  issue  if  one  of  them  just 
takes  it  and  puts  it  in  high  3deld?  Is  that  second  or  first  income? 

Dr.  Feulner.  The  gift  tax  would  be  eliminated,  so  you  would  not 
be  paying  anything  in  terms  of  what  you're  giving. 

Chairwoman  Smith.  I  already  paid  tax  on  that. 

Dr.  Feulner.  Yes,  but  the  fact  is,  under  the  current  code  if  you 
were  to  give  somebody  a  million  dollars,  you  would  also  have  to  pay 
a  gift  tax  for  that  transfer. 

Chairwoman  Smith.  But  the  investment  would  generate  interest. 

Dr.  Feulner.  But  once  the  principal  —  once  the  principal  were 
there  and  your  child  were  actually  earning  interest,  the  interest, 
depending  on  the  institution  from  which  it  came,  whether  it  was 
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a  bank  and  whether  the  bank  had  paid  —  but  no,  it  would  not  be 
taxable  to  your  child  in  terms  of  interest. 

Chairwoman  Smith.  See,  I  consider  that  first  income,  not  second. 

Dr.  Feulner.  You  do? 

Chairwoman  Smith.  The  principal  being  first.  I  think  that  that 
is  where  the  element  of  unrest  is.  But  that's  what  I  wanted  to  ask 
you,  and  so  I  thank  you  for  the  answer. 

Mr.  Metcalf,  please  finish  your  questions.  I  interrupted  you. 

Mr.  Metcalf.  No;  I  just  think  there  may  be  others  who  would 
like  to  comment. 

Ms.  Adams.  That  is,  Ed  says  that  is  something  that  we  spent  a 
lot  of  time  on,  and  that  was  the  issue  of  fairness,  and  one  of  the 
principles  in  our  report.  There  are  several  ways  to  address  this 
issue  about  the  rich.  But  I  have  a  question:  I  don't  even  know  who 
the  rich  are  any  more.  I  mean,  compared  to  Mr.  Gates,  I  certainly 
don't  consider  myself  rich.  I  don't  know  what  the  definition  is. 

In  terms  of  the  rich,  they're  already  rich,  and  they're  going  to  re- 
main rich,  and  they  know  how  to  remain  that  way.  The  intention 
is  to  give  an  opportunity  to  bring  those  at  the  lower  end  of  the  in- 
come scale  into  the  system.  One  of  our  recommendations  were  to 
eliminate  the  pa3nroll  tax  deduction  and  give  a  generous  exemption 
so  that  a  family  of  four  would,  for  example,  not  pay  on  the  first 
$36,000  of  income. 

To  keep  this  plan  back,  to  me,  is  kind  of  analogous  to  —  we  have 
a  boat  with  a  hundred  people  in  there;  2  of  them  are  rich  and  98 
are  not.  Do  we  let  the  98  sink  because  we  don't  want  the  2  to  get 
to  shore?  What  are  our  intentions,  to  bring  everybody  into  the  sys- 
tem and  to  make  them  productive  and  be  part  of  the  system. 

Mr.  Williams.  Congressman  Metcalf,  it's  going  to  be  a  very  dif- 
ficult political  issue,  as  Congresswoman  Dunn  mentioned  before. 
You  can  overcome  it.  But  what  I  would  suggest  —  I  mean,  you're 
going  to  have  to  go  with  a  coalition.  It's  going  to  be  tough,  because 
some  people  won't  like  to  take  hits  now. 

But  if  you  look  at  New  Zealand  and  the  lessons  learned  in  New 
Zealand,  and  you  look  at  (Jovemor  Engler,  you  don't  cut  an  inch 
off  the  dog's  tail  at  a  time. 

The  real  advantage  I  see  of  this  hearing  is  the  principles  that 
have  come  out  of  the  commission.  You  have  a  sifting  mechanism 
now.  Any  tax  reform  you  can  sift  against  these  tax  principles.  You 
may  not  get  them  all  at  once,  but  at  least  if  you're  moving  in  the 
direction  —  if  you  don't  do  that,  you'll  know  why. 

But  if  you  were  to  adopt  this  commission's  report  and  suddenly 
passed  it,  we  would  have  unparalleled  economic  growth  in  the 
United  States,  and  we'd  be  able  to  really  compete  internationally. 

When  you  look  at  New  Zealand,  it  was  a  socialist  who  led  the 
effort  to  bring  down  the  cost  of  Grovemment  and  bring  down  regula- 
tions and  bring  down  the  tax  rates.  Look  what's  happened  there. 
So  we  can  look  aroimd  the  world  now  and  see  those  countries  that 
are  succeeding  economically,  what  they  have  done,  and  there  are 
lessons  to  be  learned.  But  politically,  it's  going  to  be  tough. 

Chairwoman  Smith.  Thank  you. 

Mr.  Metcalf.  Did  you  have  a  comment? 

Dr.  Sjoblom.  A  couple.  Let  me  start  with  Chairwoman  Smith's 
question  on  education.  The  problem  with  education  is  that  the  tax 
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system  treats  your  tuition  payment  as  a  fonn  of  consumption.  If 
you  were  allowed  to  escape  taxation  on  the  money  that  you  put  into 
the  tuition,  then  the  two  investments  would  be  treated  equiva- 
lently. 

Now  to  go  back  to  Representative  Metcalf.  The  ultimate  question 
is  whether  you  want  to  tax  income  or  tax  consumption.  That's  what 
you  have  to  decide.  If  you  want  to  tax  consumption,  then  there's 
a  question  about  how  you  go  about  taxing  it.  Under  the  flat  tax, 
in  order  to  promote  administrative  simplicity,  the  tax  that  is  paid 
on  the  interest  and  dividends  is  being  collected  from  the  firm  rath- 
er than  from  the  individual.  That's  why  those  dividends  and  inter- 
est payments  appear  to  be  tax-free  to  the  recipient. 

You  could  go  to  a  system  of  consumption  taxes  in  which  all  pay- 
ments were  actually  collected  from  individuals.  Businesses  would 
be  allowed  to  expense  investments,  and  then  what  was  left  over 
would  be  imputed  to  the  owners  and  reported  on  their  tax  returns. 
But  that  would,  unfortunately,  do  away  with  much  of  the  simplicity 
that  is  attractive  with  the  flat  tax. 

Also,  going  to  such  a  consumption  tax  would  allow  you  to  have 
more  progressive  rate  structures,  which  might  further  control  the 
problem  that  you're  worried  about. 

Finally,  I'd  just  say  that  when  I  think  about  progressivity,  I 
worry  much  more  about  how  the  least  fortunate  in  this  economy  do 
relative  to  the  rest  of  us,  not  how  the  upper  class  does  relative  to 
the  middle  class. 

Mr.  Metcalf.  Thank  you.  I  appreciate  all  your  comments. 

Chairwoman  Smith.  We'll  go  next  to  Mr.  White,  who  has  joined 
us. 

If  you  would  like  to  incorporate  your  beginning  statement,  and 
then  ask  questions,  that  would  work  really  well,  Rick. 

Mr.  White.  Well,  thank  you.  Madam  Chairman.  I  actually  don't 
have  much  in  the  way  of  an  opening  statement.  I  would  like  to 
hear  some  insight  from  this  distinguished  panel,  so  let  me  just 
launch  into  it. 

First  let  me  say  how  much  I  appreciate  letting  me  be  part  of  this. 
I  also  appreciate  the  format  you've  adopted.  In  our  Committee, 
which  is  the  Commerce  Committee,  we  never  get  to  ask  more  than 
5  minutes  of  questions  at  a  particular  time,  and  that's  a  very  limit- 
ing format,  so  I  appreciate  the  approach  you've  taken. 

We  haven't  dealt  with  a  lot  of  tax  policy  in  my  Committee,  and 
I  come  at  this  from  a  very  simplistic  standpoint,  I  think.  My  own 
view  is  that  our  first  goal  in  our  country  is  to  get  our  spending 
under  control.  We  haven't  got  that  job  done  yet,  and  really  we're 
going  to  have  to  get  that  done  first,  and  I'm  hopeful  that  we  will 
make  some  progress. 

But  once  we  have  done  that,  once  we  have  our  spending  under 
control  and  we  look  like  we're  moving  toward  a  balanced  budget, 
then  I  think  we  should  take  out  a  white  sheet  of  paper  and  rewrite 
the  tax  code. 

My  own  view,  having  practiced  law  for  15  years,  is  that  any  sys- 
tem of  legislation  dealing  with  250  million  people,  and  their  money 
in  particular,  automatically  becomes  encrusted  with  regulations 
and  changes  and  rulings  and  exceptions  over  a  period  of  time,  till 
it  gets  to  the  point  where  our  tax  code  is  right  now,  where  it's  so 
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complicated  that  really  none  of  us  can  figure  it  out,  no  matter  how 
much  of  an  expert  we  are.  That  has  a  lot  of  perverse  consequences. 
It  means  an  individual  can't  understand  their  own  tax  situation, 
they  have  to  fill  out  —  they  have  to  go  to  an  accountant  or  someone 
to  help  them  prepare  their  tax  return.  It  means  public  officials 
don't  know  what  effect  they're  going  to  have  when  they  change  the 
tax  code,  because  it  can  raise  the  rates  and  it  can  reduce  the  reve- 
nue, or  we  can  lower  rates  and  increase  the  revenue.  It's  so  com- 
plicated, you  just  don't  know  how  it  worko. 

So  I  think  it's  time  for  us  to  take  a  very  fresh  look  at  it  and  come 
up  with  something  that's  radically  simpler  and,  kind  of,  starts  over. 
I'm  sure  that  60  years  from  now  we'll  have  a  very  complicated 
thing  that  we  may  have  to  look  at  again.  But  we  certainly  ought 
to  do  something  to  change  our  current  system. 

What  I'd  be  —  I  don't  have  a  real  preference  right  now  for  the 
right  way  to  do  that.  I  know  we've  talked  a  lot  about  the  flat  tax; 
I  certainly  have  some  information  on  that.  I've  heard  discussions 
about  a  consumption  tax,  and  other  ways  to  approach  it. 

I  would  like  to  hear  from  each  member  of  this  panel,  and  in  par- 
ticular our  local  members  —  I  have  an  opportunity  to  hear  Dr. 
Feulner's  wise  advice  on  a  regular  basis  in  Washington,  DC,  and 
I  do  want  to  hear  from  you  today.  Dr.  Feulner  —  but  I'd  like  to 
hear  particularly  from  our  local  people. 

What  do  you  think  is  the  best  way  to  radically  simplify  our  tax 
code?  Assuming  we  can  do  that,  is  a  flat  tax  going  to  do  it?  Is  a 
consumption  tax  a  better  approach?  Is  there  something  else  that 
we're  missing?  Or  is  this  a  futile  exercise  that  we're  just  never 
going  to  accompHsh?  If  we  could  start  with  Professor  Emory,  we'll 
just  work  our  way  down  the  table. 

Mr.  Emory.  Thank  you  very  much,  Congressman, 
I  think  that  the  flatness  of  the  rate,  obviously,  is  not  a  source 
of  the  complexity,  the  rate  structure  is  not  a  source  of  the  complex- 
ity. It's  what's  in  the  base  that's  the  source  of  complexity.  The  code 
is  filled  with  exclusions  from  the  base.  They  in  and  of  themselves 
are  a  great  source  of  complexity. 

One  possibility  would  be  —  which  would,  of  course,  allow  signifi- 
cant rate  reduction,  would  be  to  have  a  comprehensive  income  tax 
base.  In  other  words,  sweep  into  the  base  all  of  the  many  items 
vvhich  are  clearly  accessions  to  wealth,  like  gifts,  for  example,  life- 
time gifts,  sweep  those  into  the  base,  and  thereby  be  able  to 
achieve  a  significant  rate  reduction.  That  has  been  advocated  over 
the  past  20  or  30  years.  Professor  Bittker  at  Yale  has  written  the 
seminal  article  on  it,  and  talked  about  the  pluses  and  minuses. 

That  would  leave  us  with  an  income  tax  as  we  now  know  it,  and 
all  the  accumulated  wisdom  with  respect  to  what  constitutes  in- 
come and  so  forth  would  remain  in  place,  and  we  wouldn't  have  to 
take  £  great  leap  into  the  unknown  like  we  would  with  respect  to 
a  consumption  tax.  So  that's  one  possibility.  As  I  say,  it  would 
allow  rate  reduction.  Of  course,  I  assume  that  capital  gains  would 
be  treated  equivalent  to  ordinary  income  in  such  a  regime. 
Mr.  White.  Thank  you. 

Dr.  Sjoblom.  I  think  the  flat  tax  is  pretty  much  the  best  you  can 
do  in  terms  of  simplification,  and  I  think  the  issue  really  is  wheth- 
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er  you're  willing  to  make  the  tradeoffs  that  are  necessary  in  order 
to  get  that  simplification. 

Mr.  White.  What  are  the  tradeoffs  you're  talking  about,  any 
acute  that  I  should  be  concerned  about? 

Dr.  Sjoblom.  Some  people  will  think  that  income  is  the  fairer 
base  than  consumption.  Some  people  will  feel  that  the  tax  system 
should  be  more  progressive  looking  at  the  middle  income  relative 
to  the  upper  income. 

Further,  something  that  I  was  pushing  earlier,  under  the  flat  tax 
there  is  an  increase  in  the  amount  of  indirect  taxation,  taxes  col- 
lected from  businesses  that  are  ultimately  paid  by  individuals.  This 
tends  to  give  a  perception  that  people  are  paying  less  in  taxes  than 
they  actually  are. 
Mr.  White.  Thank  you. 

Mr.  Williams.  Congressman  White,  I  really  agree  with  you,  you 
have  to  control  spending  first.  But  assuming  you  control  spending, 
then  I  think  you  need  a  single  flat  tax  that  has  five  components 
—  which  are  the  commission's  recommendations  really: 

A  generous  personal  exemption  to  remove  the  burden  on  those 
least  able  to  pay; 

Lower  the  rates  on  families; 

End  the  biases  against  working,  saving,  and  investment; 
Allow  full  deductibility  of  the  payroll  tax  for  working  men  and 
women; 

Have  a  supermajority  required  for  tax  changes. 

That  will  do  it.  I  hate  to  sound  simple,  but 

Mr.  White.  Well,  the  commission  put  a  lot  of  work  into  it,  so  I 

know  you  should  have  a  simple,  actually 

Yes,  ma'am?  Ms.  Adams? 

Ms.  Adams.  Well,  after  spending  all  those  months  on  the  commis- 
sion, it  really  isn't  just  one  thing  that  people  are  looking  for.  Yes, 
of  course  they  want  simplicity. 

But  economic  growth  is  really  the  most  —  as  I  see  it,  the  engine 
or  the  opportunity  that  this  country  needs.  Part  of  that,  that  will 
contribute  to  that  growth,  is  a  svstem  based  on  fairness,  and  fair- 
ness at  both  ends  —  we  were  talking  about  the  rich  —  at  the  lower 
end  and  the  higher  end. 

Everybody  should  have  an  opportunity,  but  success  should  not  be 
penalized. 

It  should  be  simple,  is  what  we're  talking  about  here,  too. 
It  should  be  neutral.  I  think  it  addresses  your  question  about 
your  child  that  would  invest  in  stocks  versus  in  education;  it  should 
be  neutral  in  that  sense. 

It  should  be  visible.  If  the  proposed  tax  code  is  visible  and  everv- 
body  knows  what  they're  paying  for  —  some  do  it  better  than  oth- 
ers. That  is  what  is  also  very  key. 

That  it  be  stable:  That  two-thirds  majority.  Someone  mentioned 
it  earlier.  One  of  the  things  we  heard  —  one  of  the  witnesses  we 
heard  was  —  or  mentioned  to  me  "Do  anything  you  want,  but  just 
keep  it  stable.  You  all  come  up  every  3  years."  I  think  the  tax  code 
has  been  changed  36  times  in  the  last  30  years.  People  need  that 

stability.  n     ■     ■  ^ 

So  it's  not  just  one  answer,  it's  a  combination  of  principles. 
Mr.  White.  Thank  you. 
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Your  turn,  Ed. 

Dr.  Feulner.  It's  a  pleasure  to  see  you. 
I  commend  to  you  a  paper  produced  by  one  of  my  colleagues  at 
Heritage  called  "Making  Sense  of  Competing  Tax  Reform  Plans," 
which  in  fact  goes  through  and  grades  different  plans  that  are  out 
there  now.  This  is  Dan  Mitchell,  who's  had  the  honor  of  testifying 
before  your  Subcommittee  in  the  past.  Madam  Chairwoman. 

Basically  what  Dan  does,  putting  the  different  proposals  in  the 
framework  of  the  Kemp  Commission  principles,  he  gives  a  higher 
grade  to  a  flat  income  tax  than  he  does  to  a  consumption  tax,  for 
one  reason  only.  That  is  a  concern  I  have,  that  I  think  I  just  heard 
from  the  professor  at  the  other  end  of  the  table.  That  is,  if  there's 
going  to  be  a  consumption  tax,  we've  got  to  be  sure  it's  instead  of, 
not  in  addition  to  an  income  tax.  That  means  you've  got  to  go  in 
there  and  repoal  —  not  only  repeal  the  code,  but  repeal  the  amend- 
ment to  the  Constitution  that  permits  it,  et  cetera. 

Just  as  Bill  Archer  has  said  very  forcefully  and  volubly,  "Stamp 
it  out  and  pour  salt  on  the  Earth,"  and  everything  else  just  to  to- 
tally eliminate  the  prospect  that  it's  going  to  be  one  on  top  of  the 
other.  That  was  one  of  our  real  concerns,  too,  I  would  say,  in  terms 
of  our  commission  deliberations. 
Mr.  White.  That's  a  very  good  point. 

Would  I  have  the  ability  to  ask  one  short  question  and  then 

Chairwoman  Smith.  Yes. 

Mr.  White.  I  apologize  for  taking  up  too  much  time.  But  the 
other  question  I'd  like  to  ask  you,  are  we  trying  to  do  something 

that's  impossible  here?  I  mean 

Dr.  Feulner.  That's  what? 

Mr.  White.  That's  impossible.  We're  really  —  I  think  that  it's  a 
very  high  goal  and  it's  a  wonderful  thing  to  do,  to  simplify  the  tax 
code.  Are  we  ever  really  going  to  make  it  simple,  though?  I  mean, 
even  if  we  have  a  flat  tax  and  even  if  we  do  broaden  the  income, 
so  that  —  broaden  the  base  so  that  all  sorts  of  income  are  included. 
I  took  a  tax  class  in  law  school,  and  I  know  that  there  are  all 
sorts  of  issues  that  you  can  never  imagine  that  come  to  the  fore 
when  230  million  people  are  out  there,  working  away.  So  I'd  like 
to  think  —  and  I  hope  that  we  can  radically  simplify  this,  or 
maybe,  put  the  complexity  in  some  place  where  the  ordinary  citizen 
doesn't  have  to  deal  with  it.  But  are  we  kidding  ourselves  by  think- 
ing that  we're  really  going  to  be  able  to  simplify  the  tax  code?  I'd 
be  interested  in  your  quick  thoughts  on  that.  Anyone,  yes? 

Mr.  Emory.  As  I  pointed  out  in  my  statement,  I  do  think  that 
the  allocation  of  the  tax  burden  would  result  in  considerable  politi- 
cal instability.  I  think  that  that  would  go  a  long  way  toward  mak- 
ing it,  at  least  in  the  so-called  pure  Armey-type  Hall/Rabushka  flat 
tax,  politically  unattainable.  I  think  some  of  the  comments  by  the 
Congress  people  here  today  indicate  that  they  have  reservations 
about  a  pure  flat  tax  approach. 

Mr.  White.  Yes,  I  might  just  say  one  thing  about  that.  I  mean, 
these  things  —  everything  has  a  political  problem.  I  think  that's 
kind  of  our  job,  to  solve  the  political  problem. 

What  I'd  like  to  get  from  you  guys  is,  assuming  we  could  do  it, 
what's  the  right  thing  to  do?  I  mean,  what  would  be  the  right  pol- 
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icy  to  do,  notwithstanding  the  fact  that  we're  going  to  have  to  get 
it  through  Congress  somehow?  .  . 

Mr.  Emory.  One  of  the  things  that,  of  course,  is  driving  this  is 
the  inabiUty  to  make  change  to  something  that  has  been  with  us 
so  long.  It  is  tough  to  make  radical  change  to  an  existing  system. 
What's  driving  it,  obviously,  is  the  "Hey,  the  only  way  we  really 
can  make  change  to  an  existing  thing  that  many  perceive  is  det- 
rimental to  our  society  is  just  to  throw  the  whole  thing  out  and 
start  all  over."  That's  a  reasonable  way  to  look  at  it,  because  I 
think  it  is  going  to  be  hard,  hard  to  change  it  radically. 

Now,  where  I  think  I  have  disagreement  with  my  fellow  panelists 
and  perhaps  with  some  of  the  members  here  is  that  I  think  the  sys- 
tem has,  by  and  large,  served  America  well.  I'm  a  former  employee 
of  the  Internal  Revenue  Service,  and  I  happen  to  think  that's  a 
pretty  well-run  agency.  I'm  not  saying  there  are  not  abuses  by  the 
IRS;  there  certainly  are.  Maybe  if  we  changed  the  name  of  the  or- 
ganization, there  might  be  some  more  acceptance  of  it. 

Mr.  White.  The  Fuzzy-Wuzzy  Revenue  Company,  or  something 
like  that.  Yes,  that  would  be  good.  ^      ,.     o 

Mr.  Emory.  I  was  in  the  IRS  Commissioners  office  for  3  years, 
and  under  both  a  Republican  commissioner  and  a  Democratic  com- 
missioner, and  the  people  in  that  office  try  very  hard  to  fulfill  their 
obligations.  I  don't  think  there's  any  question  about  it. 

I  think  it's  going  to  be  hard  to  radically  change  the  present  sys- 
tem. I  mean,  Congress  has  not  shown  a  lot  of  will  in  this  regard. 
The  pressures  that  exist  inside  the  beltway  on  the  enactment  proc- 
ess, you  know  better  than  I,  are  considerable.  Already  the  forces 
are'  building  on  both  sides  for  what  could  be  a  battle  that  could 
eventually  result  in  nothing. 

Now,  even  if  that's  the  case,  though,  I  think  that  Congresswoman 
Smith  and  Congresswoman  Dunn  and  all  of  you  who  are  involved 
in  the  process  have  served  a  healthy  function.  Because  airing  this 
debate  first  of  all,  has  made  my  classrooms  a  lot  more  lively.  But 
even  beyond  that 

Mr.  Emory.  Even  beyond  that,  it's,  a  healthy  thing  to  examine 
something.  This  isn't  an  idle  thing.  I  don't  lament  at  all  looking 
closely  at  a  consumption-based  tax,  a  flat  tax.  I  think  it  is  a 
healthy  thing.  .     . 

But  my  own  view  is  that  we'll  never  see  enactment  in  its  pure 

form,  at  least. 

Mr.  White.  Does  anybody  else  have  a  quick  response?  Yes.' 
Dr.  Feulner.  Mr.  White  as  one  who  has  devoted  the  last  —  my 
whole  professional  life,  really,  to  the  battle  of  ideas,  and  who  be- 
lieves that  ideas  are  fundamental  to  law,  and  that  basically  Wash- 
ington is  still  a  one the  other  Washington  is  still  a  one-industry 

town.  That  one  industry  is  Government,  and  the  only  thing  they 
produce  is  laws  and  regulations.  ,    .     i 

A  good  idea  can,  in  fact,  make  it  through  the  political  process 
precisely  by  the  kind  of  dissemination  that  Congresswoman  Smith, 
that  all  of  you  are  involved  in,  that  I  know  Chairman  Archer  is  in- 
volved with  his  hearings  around  the  country,  that  we  tried  to  bring 
about  with  the  support  of  the  Kemp  Commission  —  which,  inciden- 
tally, is  now  available  as  a  published  book  in  your  local  bookstores 
—  that  we're  trying  to  —  trying  to  do,  in  terms  of  getting  this  na- 
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tional  debate  among  real  American  people  outside  the  capital  belt- 
way,  so  we  can  all  really  engage  it  and,  hopefully,  change  some  of 
these  fundamental  relationships  between  us  as  taxpayers  and  the 
Federal  Government.  So  I'm  very  upbeat  and  optimistic  for  the  long 
term.  It's  not  going  to  happen  overnight,  but  it's  going  to  happen, 
I  believe. 

Mr.  White.  Thank  you. 

Chairwoman  Smith.  Thank  you,  Representative  White. 

Mr.  White.  Thank  you  very  much.  Madam  Chairwoman. 

Chairwoman  Smith.  Most  of  the  questions  that  I  was  going  to 
ask  have  been  asked.  This  is  my  12th  forum,  so  that's  why  I  let 
others  participating  ask  the  questions,  because  theirs  can  add  light 
to  this  debate  more  than  mine  do. 

One  thing  I  do  want  to  say,  though,  and  as  a  statement,  is  that 
where  I  would  agree  with  all  of  you  is,  it's  early.  You  all  made  com- 
ments in  your  written  testimony,  whether  about  what  the  rate 
would  generate,  what  we  needed  to  look  at,  what  you  were  cautious 
about,  that  these  needed  to  be  a  debate  the  American  people  must 
be  involved  in.  You  all  at  some  point  in  your  testimony,  written  or 
verbal,  have  said  this. 

Where  I  would  disagree  with  some  of  you  is  in  the  impossibility, 
Professor  Emory.  Of  course,  I  was  written  in  for  Congress  in  2 
weeks,  and  that  was  supposed  to  be  impossible  also.  I  think  the 
American  people  deal  with  impossibility.  We  made  this  country  out 
of  that  —  and  every  once  in  awhile  we  stand  and  take  a  look  at 
ourselves. 

I  do  believe,  after  making  my  living  off  of  tax  changes,  that  it 
is  so  complex  that  it  will  take  major  surgery.  I  have  probably  more 
background  in  tax  law  than  most  Committee  members,  but  because 
of  that  I  am  biased  to  a  major  change.  I  think  minor  surgery  covers 
up  a  cancer  of  distrust  of  the  American  people  that  generates  in 
the  system  a  slippage  in  its  production.  It  is  not  efficient  because 
of  lack  of  trust. 

I  would  agree  with  some  of  your  testimony,  but  not  when  you  say 
that  the  American  people  don't  want  to  pay  taxes.  My  history  of 
nearly  20  years  in  tax  preparation  and  teaching  the  tax  law 
changes  is  that  people  feel  it's  unfair.  They  don't  mind  paying 
taxes,  and  in  fact  substantially,  but  they  resent  when  they  feel 
someone  else  with  a  slicker  adviser  got  off. 

So  with  that,  this  Subcommittee  will  proceed  to  take  information, 
but  not  necessarily  to  come  to  final  conclusions.  I've  come  to  some: 
we  need  to  do  something  and  it  has  to  be  strong.  But  I'm  not  sure 
what  the  American  people  will  accept.  If  they  don't  accept  it,  don't 
feel  it's  fair,  their  compliance  drops  —  as  you  know  if  you  worked 
for  the  Internal  Revenue  Service.  Those  that  got  out  of  taxes  often 
did  it  feeling  they  would  not  break  a  law,  ever,  but  taxes  were  un- 
fair and  it  was  somehow  OK  to  break  the  tax  code. 

With  that,  thank  you  so  very  much.  We'll  call  up  the  next  panel. 
I  appreciate  you  all  coming. 

We're  going  to  start  with  Senator  Anderson  has  come  through 
qiiite  a  session  this  year.  Congresswoman  Dunn  invited  her  as  her 
witness,  and  they're  both  short  on  time,  and  I  want  to  be  sure  that 
Congresswoman  Dunn  has  a  chance  to  introduce  her  and  she  gets 
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a  chance  to  speak  and  have  a  few  questions  asked  of  her.  Then 
she's  going  to  have  to  leave. 

All  of  the  panelists  that  come  up  next  are  state  folks  and  people 
involved  in  Washington  State.  So  I'm  saying  this  as  you're  coming 
up,  because  we  want  to  make  sure  everyone  nas  enough  time. 

Jennifer,  do  you  want  to  introduce  her? 

Ms.  Dunn.  Thank  you.  Thank  you.  Madam  Chairman. 

Our  thanks  to  that  first  panel.  That  was  a  superb  panel  of  ex- 
perts, and  we  very  much  appreciate  it.  Certainly  it  augmented  my 
knowledge  of  this  issue,  on  which  my  Committee  has  spent  many, 
many  days,  probably  weeks  in  terms  of  hours,  debating.  It  is  really 
just  Deginning  the  debate. 

This  morning  I  have  the  special  privilege  of  welcoming  one  of  our 
members  of  the  second  panel  to  testify.  Perhaps  as  we  have  said 
before,  the  most  bedeviling  task  faced  by  small  and  family-owned 
businesses  is  the  estate  tax.  When  a  business  is  passed  from  one 
generation  to  the  next  and  Uncle  Sam  goes  in  immediately  for  his 
share  of  the  tax  burden,  it's  a  whopping  55  percent  top  marginal 
rate,  which  is  a  killing  burden  on  people  who  own  small  businesses 
or  who  have  an  inheritance  that  they  have  put  together  in  order 
to  leave  to  their  children  or  their  inheritance  —  inheritors. 

One  person  with  a  unique  perspective  on  this  is  Senator  Ann  An- 
derson, who  is  now  serving  her  third  term  as  a  member  of  the 
State  of  Washington's  senate.  She  is  a  native  Washingtonian.  She 
holds  both  a  bachelor's  degree  and  a  master's  degree  in  education 
from  Central  Washington  University.  When  she's  not  in  Olympia, 
Senator  Anderson  is  a  small  business  owner,  and  she's  the  operator 
of  a  family  farm,  not  to  mention  being  a  full-time  mother,  wife,  a 
full  load.  She  combines  firsthand  knowledge  of  small  business  oper- 
ations with  a  superb  legislative  background,  and  it  is  being  brought 
for  our  purposes  today  to  explain  the  burdens  on  small  business. 
For  that  reason,  it's  a  great  privilege  for  me  to  introduce  to  you  our 
first  panelist.  Senator  Ann  Anderson. 

STATEMENT  OF  THE  HON.  ANN  ANDERSON,  STATE  SENATOR, 
WASHINGTON  STATE  LEGISLATURE 

Ms.  Anderson.  Thank  you,  Congressman  Dunn,  Chairman 
Smith,  Congressmen  Metcalf  and  White.  Thank  you  so  much  for 
having  us  today. 

I  might  add,  Jennifer,  that  in  between  my  education  teaching  ex- 
perience with  my  master's  and  then  helping  to  run  our  small  busi- 
ness, I  did  return  to  school  for  accounting.  I  worked  at  a  C PA  firm. 
Lynn  and  I  have  often  talked  about  no  commonly-accepted  account- 
ing principles  used  in  Government  budgeting.  While  that's  not  the 
subject  today,  I  think  it  goes  to  the  heart  of  getting,  first  of  all,  the 
budget  under  control. 

I  am  Senator  Ann  Anderson  from  the  42nd  District,  representing 
the  extreme  northwest  portion  of  the  state,  which  borders  Canada. 
I  would  like  to  speak  today  on  the  effects  of  the  estate  taxes  that 
pertains  to  my  constituents  in  particular. 

Because  we  are  situated  on  the  Canadian  border,  we  have  more 
small  manufacturing  firms  and  retail  businesses  than  average  for 
a  county  of  our  size.  The  rural  parts  of  my  district  rely  heavily  on 
agriculture,  especially  dairy  and  timber,  as  the  mainstays  of  our 
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economy.  As  you  well  know,  the  timber  industry  in  the  Northwest 
is  dwindling.  As  a  matter  of  fact,  when  is  the  last  time  that  ^^ou 
heard  a  graduating  senior  aspire  to  buy  a  timber  company?  It's  just 
not  heard  of.  Indeed,  the  cost  of  owning  a  logging  operation,  a  saw- 
mill, or  a  tract  of  timberland  is  cost-prohibitive  for  most  people. 

For  example,  just  one  single  piece  of  equipment  used  to  harvest 
or  process  timber  can  cost  between  $250,000  and  $350,000.  There- 
fore, a  moderate-size  operation  can  easily  have  $2  to  $3  million  in- 
vested in  equipment  capital  alone. 

Almost  exclusively,  the  timber-related  operations  in  my  area  of 
the  State  are  family-owned.  It  is  a  family  pride  and  tradition,  not 
profits,  that  have  sustained  many  of  my  neighbors.  For  these  peo- 
ple, it  adds  insult  to  injury  to  maintain  that  heritage  and  way  of 
life  that  most  of  them  have  had  for  generations,  to  know  that  the 
Government  may  tax  any  business  accession  to  heirs  at  a  55  per- 
cent rate,  just  in  order  to  keep  that  heritage  and  tradition  alive. 

Think  of  that.  At  the  tax  rate  of  potentially  55  percent,  the  Gov- 
ernment is  the  major  owner,  the  major  stockholder  in  a  family- 
owned  business. 

In  the  same  vein,  nobody  walks  off  the  street  and  buys  a  dairy 
farm.  Again,  the  cost  of  equipment  and  technology  to  comply  with 
the  environmental  regulations  regarding  waste  management  are 
much  too  costly  for  the  average  person  to  attempt  to  initially  buy 
a  dairy  farm.  Every  dairyman  that  I  know  does  run  a  family  farm. 
Again,  that  pride  of  tradition  and  heritage  of  farming  sustain  these 
people,  even  through  times  when  milk  prices  are  low  and  neighbors 
are  selling  out  to  development. 

At  a  55  percent  estate  tax  rate,  how  will  they  pay  for  these  taxes 
to  send  the  family  farm  on  to  the  next  generation?  Do  they  sell  off 
the  cows,  and  therefore  decrease  their  production?  Do  they  sell  off 
equipment  and  regress  to  a  time  when  hand  production  was  the 
method  of  the  day?  Or  do  they  sell  off  land,  and  then  not  be  able 
to  sustain  their  herd  in  the  future?  None  of  those  options,  I  believe, 
are  positive  options. 

So  for  some  of  my  neighbors  who  are  steeped  in  the  traditions 
of  the  Northwest  industry  and  dairying,  there  are  no  options  to 
keep  the  family  business  within  the  family  at  a  potential  55  per- 
cent tax  rate. 

I  might  divert  here  from  my  testimony  and  say  that  I  don't  think 
a  15-year  payoff  schedule  for  something  that  your  parents  have 
worked  hard  their  whole  life  to  own  and  pay  off,  and  that  you  prob- 
ably, as  second  or  third  generation,  have  also  worked  hard  to  pay 
off,  is  acceptable. 

If  the  heirs  are  luckv,  they  may  remain  whole  by  some  large  na- 
tional or  multinational  corporation  coming  in  and  bujnng  the  oper- 
ation in  total,  because  those  are  the  only  types  of  entities  that  will 
be  able  to  afford  timber  companies  or  dairy  farms. 

But  is  this  best  for  our  community  —  again,  steeped  in  the  tradi- 
tions of  these  family  businesses?  I  think  not. 

For  family  businesses,  regardless  of  the  size  or  type  of  business, 
these  provide  stability  in  a  local  economy  and  job  base. 

My  constituents  would  be  well  served  by  the  passage  of  H.R. 
2190,  the  McCrery/Dunn/Brewster  Family  Protection  Act  of  1995, 
or  S.  1086,  the  Dole/Pryor  American-Owned  Business  Act. 
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Thank  you  for  being  here  today.  I  know  you  are  listening,  and 
I  hope  your  colleagues  will  listen  to  this  plight  of  estate  taxes. 

Chairwoman  Smith.  Thank  you,  Senator  Anderson.  We  are  hon- 
ored. I  knew  of  youl^  background  —  also  your  schedule,  and  how 
difficult  it  would  be  to  be  here.  We  know  it's  a  sacrifice. 

We  are  going  to  divert  from  normal  procedure.  Congresswoman 
Dunn  has  to  leave  after  11  o'clock.  With  this  being  her  witness,  it 
would  be  good  to  hear  her  questions  of  Senator  Anderson.  Senator 
Anderson  will  stay  and  take  more  questions  later. 

Ms.  Dunn.  Thank  you.  Madam  Chairman. 

I'm  going  to  let  Senator  Anderson  have  a  few  moments  of  respite 
here,  and  do  have  to  take  off  pretty  quickly,  so  I  appreciate  being 
able  to  ask  questions  of  the  other  panelists.  I  would  like  to  go  to 
Bill  Sherman  off  the  top. 

Bill,  your  industry  is  very  interested  in  the  development  of  prop- 
erty and  the  success  of  the  building  industry.  I  wonder  if  we  could 
hear  from  you  a  few  comments  about  your  concerns  or  your  support 
of  any  of  the  replacement  tax  systems  that  are  going  to  be  talked 
about  taking  the  place  of  the  current  income  tax  system. 

Particularly,  I  would  be  interested  in  hearing  what  you  have  to 
say  about  the  loss  of  the  mortgage  interest  deduction  under  the 
Armey  flat  tax. 

Mr.  Sherman.  Well,  I'll  address  that  further  in  my  testimony 
when  I'm  asked  to  do  that. 

But  we're  very  concerned.  I  think  the  key  issue,  Congressman,  is 
the  issue  of  devaluation  of  properties.  Most  people's  net  worth  in 
the  United  States  is  based  on  their  home.  As  they  go  forward  in 
age,  they  are  dependent  upon  their  net  worth  increasing.  The  ma- 
jority of  people  in  the  United  States,  the  bulk  of  their  net  worth 
is  tied  up  in  their  home.  We're  very  concerned  that  if  the  mortgage 
interest  deduction  is  deleted,  then  property  values  will  be  devalued 
as  well.  We  all  know  what  happened  in  1986  with  devaluation  and 
what's  happened,  and  how  long  it's  taken  for  multifamily  to  come 
back  into  prominence  —  and  it's  still  not  there  —  that  this  could 
not  only  have  effect  on  people's  net  worth,  but  also  have  effect  on 
jobs. 

Ms.  Dunn.  There  is  talk,  and  actually  there  is  factual  evidence 
that  shows  that  Canada  has  a  1  percent  greater  home  ownership 
than  the  United  States  has,  and  yet  they  have  never  had  an  ex- 
emption or  a  deduction  for  mortgage  interest.  I  don't  know  how  this 
affects  your  view  of  things.  It  may  very  well  be  that  because  our 
tradition  of  encouraging  home  ownership  through  the  tax  code  is 
something  we  have  counted  on  for  years,  that  we  are  going  to  be 
giving  up  something  that's  important  to  our  encouragement  of 
neighborhoods  and  families  and  home  ownership.  Do  you  have  any 
thoughts  on  that? 

Mr.  Sherman.  The  key  thing  you  just  said  —  they  started  out 
their  process  where  they  did  not  —  I  believe  they  never  had  a 
mortgage  interest  deduction  in  Canada. 

Ms.  Dunn.  Right. 

Mr.  Sherman.  And  so  therefore,  it  wasn't  built  into  the  value. 
I  think  I've  heard  a  lot  of  things  talked  about  here  today  so  far. 
No  matter  what  you  change,  maybe  there  needs  to  be  time  to 
change  things.  We  are,  though,  very  concerned  about  the  way  the 
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process  has  gone  along  over  the  past  years,  however,  that  values 
and  particularly  jobs  would  be  affected  if  the  mortgage  interest 
rate  deduction  were  removed. 

I  have  a  comment  on  your  inheritance  t£ix,  if  you'd  like  to  hear 
that  just  quickly. 

Ms.  Dunn.  Yes. 

Mr.  Sherman.  My  father-in-law  started  up  and  built  a  very  large 
firm.  I  watched  that  firm  just  disassemble,  and  primarily  it  was 
due  to  tax  reasons.  That's  one  thing.  I've  started  a  buildmg  com- 
pany from  scratch,  and  he's  helped  me  as  a  mentor.  He  has  never 
given  me  a  dollar;  he's  never  loaned  me  one.  But  we  are  now  build- 
ing a  family  business  again,  and  I'd  like  to  see  that  continue. 

Particularly  where  you're  in  a  situation  where  you're  in  land,  you 
have  high-leverage  situations.  This  could  also  affect  us  very  much 
in  passing  this  business  on  to  my  children.  They're  in  the  business 
now. 

Ms.  Dunn.  Good.  Well,  we're  §oing  to  work  hard  on  that  one.  I 
think  you  have  a  new  majority  in  Congress  that  wants  to  go  the 
same  direction. 

I  would  like  to  ask  Senator  Anderson  her  thoughts.  We  put  in 
our  balanced  budget  proposal  that  was,  as  you  recall,  vetoed  by  the 
President,  a  unified  tax  exemption.  We  moved  the  inheritance  tax 
from  $600,000  up  to  750,000.  Many  of  us  felt  that  that  was  taking 
it  in  the  right  direction,  but  we  needed  to  ratchet  that  number  up 
more,  and  more  quickly,  and  eventually  getting  to  zero  require- 
ments on  inheritance  taxes. 

Does  that  $150,000  increase  in  exemptions  —  is  that  helpful  in 
any  way,  do  you  believe,  or  have  we  once  again  compromised  a  lit- 
tle too  much? 

Ms.  Anderson.  I  think  it  goes  in  the  right  step.  But  again,  if  you 
look  at  the  type  of  businesses  that  I've  just  been  talking  about,  for- 
est products  or  dairy  farming,  one  piece  of  equipment  can  cost 
$250,000.  So  if  you  have  two  pieces  of  equipment,  and  that's  all  you 
have,  that  basically  is  all  you  get.  If  you  have  two  pieces  of  equip- 
ment plus  some  other  holdings,  then  you  still  will  not  even  begin 
to  have  a  whole  business  at  the  $750,000  level.  So  I  think  person- 
ally, because  the  cost  of  capital  investment  for  some  of  these  busi- 
nesses is  so  high  just  to  get  in,  that  if  you  don't  have  an  unlimited 
cap,  then  people  will  not  be  able  to  maintain  timber  operations  or 
dairy  farms. 

I  truly  believe  it  does  not  have  anything  to  do  with  the  size  of 
the  business  or  the  cost  of  the  business.  Because  these  people  are 
running  on  very,  very  thin  profits.  As  I  said,  many  of  them  stay 
in  that  business,  not  because  they're  making  money,  but  because 
it's  part  of  their  family  heritage  and  tradition,  and  they  are  a  third 
or  fourth  generation,  that's  all  they  know,  and  it's  what  they  be- 
lieve in.  Financially,  you  can  show  them  where  they're  better  off 
selling  out  and  getting  out.  But  then  who  would  produce  our  milk 
and  who  would  produce  our  wood  products? 

So  I  think  that  there  should  not  be  a  top  cap,  because  I  just 
think  it's  so  important,  especially  for  communities  like  mine,  to 
keep  those  family  businesses  in  the  family. 

Ms.  Dunn.  I  would  like  to  take  this  opportunity  to  tell  you  that 
on  a  bipartisan,  nonpartisan  basis,  estate  tax  relief  is  being  sup- 
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ported  by  Members  of  the  United  States  Congress.  I  think  we  have, 
being  in  the  new  majority,  projected  the  argument  onto  the  na- 
tional scene,  because  we  have  brought  focus  to  it.  That's  sometimes 
the  most  important  thing  you  can  do  in  a  Congress  that  is  very  in- 
volved with  all  sorts  of  issues,  especially  in  the  first  2  years  of  a 
great  new  majority  with  a  truly  profound,  different  way  of  thinking 
about  small  business.  We  are  very  much  the  champions  of  them. 

But  H.R.  2190  is  the  proposal  that  Mr.  McCrery  and  Mr.  Brew- 
ster and  I  proposed  just  before  our  August  recess  last  year.  I  will 
tell  you  that  within  24  hours  we  had  over  60  people,  including,  I 
believe,  all  the  members  of  this  panel,  who  had  endorsed  that  pro- 
posal. The  proposal,  of  course,  totally  exempts  a  family  business 
from  $1V2  million  dollars'  worth  of  assets,  asset  value  in  that  busi- 
ness. Then  it  takes  the  next  $1V2  million  dollars  and  prorates  that 
up  at  a  sliding  scale,  so  that  it  would  be  exempted  —  the  next  one 
and  a  half  million  would  be  exempted  at  half  the  current  estate 
tax,  which  would  make  it  about  27  percent.  Then  the  rest  of  the 
value,  up  to  about  $7  million  in  our  proposal,  would  be  on  a  sliding 
scale. 

It  would  have  to  be  held  for  the  next  number  of  years  by  the  fam- 
ily, though.  It  could  not  be  sold  off  immediately. 

A  portion  of  this,  a  watered-down  proposal,  was  finally  included 
in  the  balanced  budget  amendment  which  was  vetoed  by  the  Presi- 
dent. So  we're  hoping  we  can  turn  him  around  sometime  soon  on 
this,  because  I  agree  with  you  that  his  is  probably  the  best  thing 
we  can  do  for  small  businesses. 

Thank  you.  Madam  Chairman.  Thank  you  for  my  being  able  to 
participate. 

Chairwoman  Smith.  Thank  you.  Your  questions  were  really  good, 
and  mirror  many  of  mine.  That's  great. 

The  problems  with  schedules  when  we're  home  for  a  couple  of 
weeks  is,  that  there's  always  too  many  things  in  them.  So  we're 
honored  that  Representative  Dunn  and  White  have  joined  this  Sub- 
committee. 

With  that,  we  are  going  to  go  on  and  take  testimony  of  the  rest 
of  the  panel  members,  and  then  we'll  ask  questions  of  all  in  the 
regular  order  of  business. 

Representative  Metcalf  —  I  started  to  call  you  senator;  excuse 
me.  He  was  a  senator.  Would  you  start  with  your  first  witness? 

Mr.  Metcalf.  Thank  you.  Madam  Chairman. 

I'd  like  to  introduce  Craig  Morrison.  Craig  Morrison  is  the  found- 
er, president,  and  chief  executive  officer  of  CMI,  Incorporated.  CMI 
is  a  two-division  business  comprised  of  a  computer  consulting  and 
a  construction  division  located  within  my  home  district  in  Snoho- 
mish, Washington.  He's  a  constituent  and  a  friend,  and  I  appre- 
ciate him  being  here. 

Mr.  Morrison  earned  an  engineering  degree  from  Utah  State 
University,  and  his  construction  division  of  CMI  is  one  of  the  five 
largest  builders  in  the  market  area. 

It  is  my  pleasure  to  welcome  you,  Mr.  Morrison,  to  this  hearing. 
Why  don't  you  go  ahead  right  now? 


120 

STATEMENT  OF  CRAIG  L.  MORRISON  PRESIDENT  AND  CHIEF  I 
EXECUTIVE  OFFICER,  CMI  INCORPORATED 

Mr.  Morrison.  Thank  you  very  much.  To  the  Madam  Chair- 
woman, I  appreciate  this  opportunity  to  speak  with  you  and 
present  my  views  on  business  taxation. 

While  the  three  specific  recommendations  I  present  today  are  not 
new  ideas,  I  would  hope  my  reiteration  of  them  in  some  way  would 
develop  an  urgency  towards  precipitating  their  quick  enactment. 

Because  some  businesses  are  limited  in  size  and  resources,  we  of- 
tentimes feel  our  views  and  needed  priorities  become  overshadowed 
by  the  larger  and  louder  interests  lobbying  in  Washington,  DC. 

My  thanks  to  each  of  you  for  providing  this  forum  by  which  infor- 
mation relating  to  improving  business  can  be  discussed. 

In  1989  I  founded  CMI,  Incorporated.  I  had  determined  a  need 
existed  in  the  Great  Northwest  for  short-term  management  exper- 
tise for  fast-growing  high-tech  companies,  which  was  an  area  in 
which  I  had  specific  and  innovative  capabilities.  Along  with  this  ef- 
fort, I  engaged  my  company  in  developing  parcels  of  property  I  had 
acquired  over  the  years,  and  in  time  added  the  building  of  single- 
family  residences  to  my  business  as  a  general  contractor.  Starting 
my  own  small  business  was  exciting. 

I  initially  thought  the  greatest  challenge  of  my  business  would 
lie  in  the  marketing  and  selling  of  my  ideas  and  company  content. 
In  actuality,  my  company's  beginning  was  nearly  overwhelmed  by 
the  many  federal,  state,  and  local  governmental  taxes,  fees,  con- 
tributions, et  cetera;  not  to  mention  the  imperative  government 
regulations,  policies,  procedures,  codes,  tax  rates  for  various  busi- 
ness choices,  and  criteria  directly  applicable  to  my  newly  created 
business  —  all  this  before  CMI  had  made  its  first  dollar.  What  an 
attention  getter. 

I  quickly  recognized  that  all  the  technical  expertise  and  great 
ideas  in  the  world  would  quickly  go  for  naught  if  I  did  not  employ 
an  accountant  to  sort  through  the  initial  maze  of  government  re- 
quirements and  regulations. 

My  business  is  not  particularly  unique  in  valuing  the  expertise 
found  within  its  people,  its  market  niche,  and  financial  resource 
backing.  I  would  say,  however,  that  CMI  is  one  of  the  fortunate 
companies  who  has  survived  the  bureaucratic  requirements  thus 
far. 

Specific  to  our  discussion  todav,  I  recommend  the  following  tax 
changes  to  universally  help  small  business  owners  across  America. 

First,  reinstitute  and  maximize  the  capital  gains  tax  credit. 

There  are  a  tremendous  number  of  small  business  owners  and 
individuals  across  America  who  have  stockpiled  significant 
amounts  of  personal  worth  into  properties,  stocks,  and  other  invest- 
ments that  would  quickly  be  liquidated  if  given  a  tax  credit.  The 
majority  of  the  value  in  these  holdings  are  being  held  for  a  chance 
in  the  tax  laws,  a  rainy  day,  or  for  retirement.  It  is  similar  to  an 
untapped  oil  field  having  great  value,  but  lying  in  wait  for  a  more 
favorable  market.  Each  who  holds  property  of  value,  who  in  turn 
liquidates  it,  will  usually  reinvest  it  into  another  form.  This  is  one 
of  the  greatest  financial  resources  available  today. 

Second,  provide  a  generous  investment  tax  credit. 
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Canada  experienced  success  doing  this  in  the  1970's.  They  recog- 
nized the  majority  of  their  technology,  the  technology  their  people 
were  purchasing,  was  coming  out  of  the  United  States  and  else- 
where instead  of  Canada.  The  government  provided  a  generous  tax 
credit  toward  corporate  profits  earned,  as  long  as  each  tax  credit 
dollar  was  put  back  into  the  research  and  development  efforts  of 
that  company.  Major  corporate  synergy  resulted,  bids  for  the  newly 
designed  Canadian  products  soared,  and  small,  relatively  unknown 
companies  began  to  attract  major  investment  money.  An  industry 
was  saved  and  even  enriched  because  of  a  governmental  policy 
change. 

Third,  reinstitute  a  single-rate  tax  system  for  owners  of  small 
companies. 

When  a  business  is  formed,  it  unwittingly  picks  up  the  govern- 
ment as  its  partner.  This  nonvalue-adding  partner  shares  in  cor- 
porate profits  in  amounts  of  15  percent  to  30  percent  to  43  percent 
and  more,  depending  upon  the  type  and  success  of  the  business. 
Little  is  perceived  as  being  returned  to  this  business  by  this  part- 
ner, the  government. 

An  individual  I  know  just  sold  his  C  corporation  for  $450,000. 
Under  C  corp  rules,  due  to  double-taxing,  taxing  both  him  as  a 
company  and  as  a  person  —  he  will  be  paying  an  effective  tax  rate 
of  58  percent,  or  $260,000  to  his  government  partner,  while  retain- 
ing $190,000  for  his  life's  work. 

Where  is  the  incentive?  Is  it  any  wonder  we  are  seeing  a  growing 
number  of  businesses  participating  in  the  underground  economy  in 
order  to  survive?  Businesses  that  deal  in  a  lot  of  cash  seem  to  be 
able  to  do  this  best. 

It  simply  does  not  have  to  be  this  way.  Our  government  must  be- 
come more  of  a  giver  instead  of  a  taker  of  our  wealth. 

Creating  more  money  for  businesses  does  not  alone  resolve  the 
root  cause  for  our  being  here  today. 

As  important  as  the  recommendations  above  are  for  small  busi- 
nesses, so  is  reducing  the  aneurysm  of  government  growth  in  per- 
sonnel and  entitlements.  Large  corporations  have  been  engaged  in 
downsizing  efforts  in  recent  years,  addressing  primarily  the  less 
applicable  overhead  and  other  costs  incurred,  and  replacing  that 
with  state-of-the-art  technology  and  mindset.  I  believe  our  govern- 
ment must  experience  this  same  type  of  adjustment.  I  feel  that  it 
can  be  done  by  even  reducing  20  percent  over  a  2-year  period,  and 
still  not  jeopardize  the  quality  of  life  or  the  economic  wellbeing  of 
our  nation.  To  address  only  taxation  policies  without  curbing  gov- 
ernment growth  is  like  an  accountant  applying  the  sharp  pen  of 
exactness  to  areas  of  generality,  for  purposes  few  remember. 

Thank  you. 

[Mr.  Morrison's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you,  Mr.  Morrison. 

Mr.  Metcalf,  would  you  introduce  your  next  witness? 

Mr.  Metcalf.  Thank  you. 

This  is  Patricia  Wilkerson.  Patricia  Wilkerson  is  the  owner  of 
The  Enchanted  Eagle  Gallery,  a  small  retail  business  specializing 
in  Native  American  products.  I'm  particularly  interested  in  Native 
American  history  and  culture.  My  dad  was  interested  in  Native 
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American  culture  and  wrote  a  book,  an  excellent  book  on  the  life 
of  the  Native  Americans  before  the  first  explorers  came  here. 

She  now  resides  on  Whidbey  Island,  actually  in  my  district  and 
my  home  town.  I  grew  up  IV2  miles  from  Langley,  where  I  still 
live.  I've  asked  Ms,  Wilkerson  to  be  part  of  this  panel  so  that  we 
can  hear  her  personal  story  as  a  small  business  owner. 

Thank  you  very  much  for  coming  and  we  appreciate  your  testi- 
mony. 

STATEMENT  OF  PATRICIA  WILKERSON,  PROPRIETOR, 
ENCHANTED  EAGLE  GALLERY 

Ms.  Wilkerson.  Thank  you  so  much  for  this  opportunity. 

Chairwoman  Smith,  I  appreciate  your  comments  and  concur  with 
your  belief  that  anyone  who  wants  to  do  something  badly  enough 
can  accomplish  it  if  they  try  hard  enough. 

Again,  thank  you  for  the  opportunity  to  come  before  you  today 
to  share  my  concerns  from  a  small  business  owner's  perspective  for 
needed  tax  reform.  I  commend  your  efforts  to  rectify  a  complex  tax 
system  in  grave  need  of  restructuring. 

I  stand  before  you  not  only  as  a  small  business  owner,  but  also 
as  a  woman  who  has  experienced  having  to  return  to  the  work 
force  as  a  single  mother,  unprepared  vocationally  after  having  dedi- 
cated 16  years  to  raising  a  family,  who  experienced  financial  chal- 
lenges, sexual  harassment,  major  health  challenges,  and  other  dif- 
ficulties and  injustices.  I  dealt  with  these  and  overcame  them,  de- 
siring to  be  independent  and  self-sufficient,  without  ever  going  on 
the  dole  from  the  welfare  system. 

After  much  personal  sacrifice,  I  was  able  to  develop  a  small  busi- 
ness that  I  feel  contributes  greatly  to  the  community  in  a  variety 
of  ways,  and  which  I  had  hoped  would  provide  for  my  needs  at  re- 
tirement. But  I  have,  instead,  felt  the  futility  of  not  being  able  to 
progress  as  I  had  hoped.  Now,  as  a  small  business  owner,  I  face 
a  new  set  of  problems  and  injustices,  dealt  by  our  government. 

We  need  desperately  to  be  dealt  with  fairly.  We  need  to  end  a 
tax  system  that  erodes  the  hopes  of  Americans  who  work  hard  and 
struggle  to  survive,  and  give  everything  they  have  to  provide  for 
themselves  and  their  families,  and  who  try  to  make  a  contribution 
to  society. 

We  need  to  realize  greater  profits  to  provide  for  ourselves  and 
our  family's  financial  security  in  both  the  present  and  the  future. 

Education  must  be  within  everyone's  reach,  so  one  can  master  a 
skill  and  earn  one's  living  and  improve  upon  one's  education,  sta- 
tus, and  earning  power,  where  one  can  afford  at  least,  proper 
health  care  and  the  day-to-day  expenses  of  living. 

The  new  tax  system  to  be  established  should  be  long-term  and 
equitable,  with  a  low  flat  tax  rate.  Whether  it  should  be  a  flat  tax 
rate  or  a  national  sales  tax  or  an  incorporation  of  both,  I  don't 
know.  I'm  not  an  economics  professor.  I  think  that  the  proposals 
need  more  study  to  determine  the  best  possible  combination  to  en- 
sure an  equitable  tax  system.  And  it  needs  to  be  implemented  — 
implemented  without  unnecessarj-  delay,  dragging  it  out  for  years 
in  theoretical  study.  The  people  of  America  have  waited  too  long, 
have  suffered  too  long  and  need  action  —  now! 
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A  tax  reformation  needs  to  be  implemented  focusing  upon  the 
people,  both  individuals  and  small  business  owners,  who  influence 
their  communities,  create  new  jobs,  provide  services  and  products, 
and  who  are  the  pioneers  of  tomorrow's  technology  and  growth, 
who  are  the  lifeblood  of  this  country. 

The  system  needs  to  be  simplified.  Far  too  many  hours  are  spent 
trying  to  understand,  interpret,  and  comply  with  confusing  com- 
putations, which  is  both  costly  and  frustrating. 

State  taxes  are  even  more  complex,  as  we  must  deal  with  four 
separate  agencies.  We  request  that  they  make  similar  changes  and 
simplifications. 

Small  businesses  must  have  tax  relief  now,  not  only  to  grow  and 
expand,  but  to  survive.  Current  taxes  on  small  businesses  erode 
the  profits  and  working  capital  so  severely  that  many  of  us  are 
barely  able  to  survive  on  the  meager  profits  that  are  left  after 
taxes. 

We  are  often  unable  to  hire  sufficient  employees  and/or  pay  them 
sufficiently  to  get  qualified  people  for  the  job.  This  puts  additional 
labor  burdens  on  business  owners,  who  have  to  work  excessive 
hours,  often  to  the  point  of  burnout,  risking  health,  and  who  often 
give  up  on  the  business,  because  it  just  isn't  worth  it. 

Small  business  owners  earn  the  right  to  reap  the  profit  we  work 
so  hard  for,  without  suffering  the  taxation  which  robs  us  of  our 
due. 

We  need  to  be  allowed  to  take  full  deductions  for  expenses  in- 
curred in  the  perpetuation  of  business,  or  these  expenditures  erode 
the  profitability  that  makes  a  small  business  viable  and  worth  op- 
erating. 

The  estate  and  gift  tax  penalizes  the  business  owner  for  handing 
down  the  business  to  their  children.  Eliminate  this  tax  and  let  the 
families  rightfully  reap  the  fruits  of  their  labors. 

Health  care  insurance  has  been  out  of  reach  due  to  its  expense 
for  employers  and  employees  of  small  businesses  alike.  We  often 
haven't  the  money  to  provide  insurance  for  employees,  much  less 
ourselves.  We  need  some  help  in  remedying  this  situation. 

Exemptions  should  be  allowed  on  home  mortgages  and  on  health 
care,  as  these  are  basic  fundamentals  of  living  which  all  people 
have  a  right  to,  or  should,  without  being  taxed  on  dollars  necessary 
to  own  a  home  and  maintain  or  regain  health. 

The  capital  gain  tax  inhibits  growth  and  expansion,  as  well  as 
one's  ability  to  provide  security  for  retirement.  We  already  pay 
taxes  on  the  income  we  receive,  then  pay  taxes  on  it  again  if  we 
invest  that  money  and  reap  dividends  or  profit.  Then  if  we  should 
need  to  sell  a  business  to  provide  emergency  money  or  for  retire- 
ment, we  either  have  to  pay  a  gigantic  capital  gains  tax  or  reinvest 
that  money  in  another  business  — determined  by  the  government — 
if  we  are  to  defer  taxes,  and  still  have  to  pay  in  the  end,  when  we 
may  need  it  the  most.  How  can  one  prepare  for  emergencies  and 
be  financially  secure  in  later  years  so  that  we  can  be  independent 
of  financial  assistance,  if  taxation  along  the  way  has  devoured  the 
very  money  that  would  have  provided  that  independence?  Elimi- 
nate multilayer  taxation  on  savings  and  on  investments. 

One  of  the  transitional  concerns  I  have  is  that  when  individuals' 
tax  rates  are  lowered,  small  businesses  could  be  saddled  with  addi- 
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tional  taxation  to  compensate  for  those  "lost"  tax  revenues.  This 
would  be  totally  counterproductive  to  small  business  viability.  We 
need  tax  alleviation,  not  increase,  in  order  to  survive.  For  example, 
my  experience  in  retail  business  has  taught  me  that  keeping  our 
prices  as  low  as  possible  encourages  volume  sales,  making  the 
product  more  affordable  to  the  customer  so  that  we  sell  more  prod- 
uct, thus  increasing  profit  due  to  the  increased  total  sales.  The 
same  principle  can  apply  to  taxes.  As  lower  taxes  are  implemented, 
this  will  open  up  the  job  market,  allowing  employers  to  afford  to 
hire  more  employees.  Ceating  more  jobs  with  additional  employees 
in  the  work  force  will  generate  more  tax  revenue  and  less  liability 
on  government — which  is  we  the  people — who  currently  subsidize 
nonworkers  on  a  horrendous  welfare  system  which  encourages  de- 
pendence and  erodes  initiative,  self-respect,  and  self-reliance.  This 
principle  will  also  encourage  more  entrepreneurs  and  enable  them 
to  start  even  more  new  businesses,  creating  more  jobs  and  more 
tax  revenue  and  so  forth.  This  seems  to  be  a  fairly  concise  and  sim- 
ple remedy  to  generate  taxes,  as  well  as  to  lift  the  morale  of  the 
American  public,  while  alleviating  the  heavy  tax  burden  from  the 
shoulders  of  all  the  people. 

Accountability  and  responsibility.  Reduce  government  spending. 
Government  spending  must  be  restricted  to  legitimate  costs  in- 
volved in  the  necessities  of  operating  the  federal  government,  and 
be  visible  to  taxpayers.  Those  in  charge  of  spending  tax  dollars 
must  show  accountability  for  monies  spent.  We  the  people,  are 
aware  of  the  frivolous,  nonsensical,  and  indefensible  spending  of 
our  tax  dollars,  and  it  must  stop.  Who  is  minding  the  store?  If  I 
had  an  employee  who  spent  my  working  capital  on  such  foolishness 
in  many  cases,  they  would  not  be  working  for  me  long. 

Downscale,  change,  and  improve  the  IRS,  or  eliminate  it  and 
begin  anew  with  a  Service  based  on  integrity,  to  help  people,  not 
intimidate  and  create  enmity. 

We  need  drastic  tax  reform  to  free  the  American  people,  so  that 
all  have  the  opportunity  to  rise  to  the  height  of  their  dreams  and 
abilities,  and  to  contribute  their  talents  to  build  a  greater, 
healthier,  wiser  nation. 

We  need  to  heal  America,  return  it  to  the  intended  land  of  oppor- 
tunity, enterprise,  and  integrity  it  was  meant  to  be,  and  prepare 
it  for  the  generations  to  come,  that  we  and  our  nation  may  fulfill 
our  purpose  and  our  potential.  Please  listen  to  and  hear  the  cries 
of  the  citizens  of  this  land  who  are  in  bondage,  and  accept  the  guid- 
ance that  will  come  from  a  higher  source,  as  you  strive  in  all  hon- 
esty to  do  what  is  right. 

Thank  you  for  the  opportunity  to  be  among  the  people's  voices 
who  will  be  heard  this  day, 

[Ms.  Wilkerson's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you,  Ms.  Wilkerson.  Your  testimony 
was  heartfelt  and  very  precise. 

Mr.  Metcalf,  would  you  introduce  your  next  witness? 

Mr.  Metcalf.  Yes.  Mr.  William  Sherman  is  here.  Bill  is  the 
founder  of  William  Sherman  &  Company,  Incorporated,  a  building 
firm  active  in  commercial  and  residential  construction,  including 
primarily  office  complexes,  apartments,  miniwarehouses,  develop- 
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ments,  and  land  development.  He  is  testifying  on  behalf  of  the 
Building  Industry  Association  of  Washington. 

Mr.  Snerman  was  named  Washington  State's  1994  builder  of  the 
year,  and  I  congratulate  him  on  his  achievements.  It's  my  pleasure 
to  welcome  you  here  and  to  this  hearing,  and  go  ahead  with  your 
opening  statement. 

STATEMENT  OF  WILLIAM  A.  SHERMAN,  JR.,  PRESIDENT,  WIL- 
LIAM SHERMAN  &  COMPANY,  ON  BEHALF  OF  THE  BUILDING 
INDUSTRY  ASSOCIATION  OF  WASHINGTON 

Mr.  Sherman.  Thank  you,  Congressman,  Madam  Chairman,  rest 
of  the  panel. 

I'm  a  Past  President  of  the  Building  Industry  Association  of 
Washington,  also  Owner  of  William  Sherman  &  Company,  a  family 
third-generation  building  business  located  in  Bellevue,  Washington. 
We  build  throughout  the  state,  primarily  on  the  west  side,  but  we 
also  build  in  the  Tri-Cities.  I  appreciate  the  opportunity  to  testify 
before  you  today. 

For  your  information,  the  Building  Industry  Association  of  Wash- 
ington is  comprised  of  6,000  companies  involved  in  the  home-build- 
ing business.  Those  companies  employ  100,000  people.  My  company 
employs  50  people,  and  we  build  approximately  200  homes  a  year. 

The  BIAW,  Building  Industry  Association  of  Washington,  be- 
lieves that  the  current  tax  system  must  be  reformed,  and  applauds 
your  efforts  to  address  this  difficult  issue.  The  tax  code  needs  to 
be  simple,  fair,  and  stimulate  economic  growth,  and  I  emphasize 
"stimulate  economic  growth."  A  flat  tax,  a  flat  tax  with  certain 
built-in  safeguards,  would  accomplish  these  goals. 

Over  the  years  the  tax  code  has  developed  into  a  large  and  com- 
plicated document.  Great  works  such  as  the  Gettysburg  Address 
and  the  Bible  have  substantially  less  words,  and  are  pale  in  com- 
parison to  the  length  of  the  U.S.  tax  code,  which  amounts  to  over 
7  million  words. 

There  are  thousands  of  tax  lawyers  and  accountants  who  are 
worried  about  tax  reform.  They  are  worried  because  a  tax  —  a  flat 
tax  would  eliminate  all  the  loopholes  and  flaws  in  the  current  tax 
system.  They  also  are  worried  because  a  flat  tax  would  allow  peo- 
ple like  me  and  you  to  do  your  own  company's  taxes.  I  would  not 
have  to  hire  a  team  of  lawyers  and  accountants  to  help  me  find  the 
deductions  and  complete  the  hundreds  of  pages  of  tax  forms.  Like- 
wise, I  could  use  them  —  and  I'll  add  a  little  bit  to  my  written  tes- 
timony here  —  use  them  in  a  proactive  stance  to  do  something  to 
generate  something,  rather  than  to  just  defend  my  position. 

I  say  these  lawyers  and  accountants  should  stop  worrying.  If 
they  were  smart  enough  to  figure  out  the  7  million-page  U.S.  tax 
code,  they  certainly  have  enough  intelligence  to  find  new  and  cre- 
ative jobs  when  a  new  code  is  simplified. 

If  Congress,  however,  approves  a  flat  tax,  we  have  two  rec- 
ommendations. 

First,  it's  imperative  that  any  reform  maintain  the  mortgage  in- 
terest deduction.  Historically,  the  tax  code  has  encouraged  home 
ownership  by  allowing  the  deduction  of  mortgage  interest  and  prop- 
erty taxes.  Again,  if  I  could  digress.  Congressman  Dunn  asked  me 
a  question;  ni  add  to  it.  There^s  an  affordability  issue  here,  too.  If 
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you  take  away  the  ability  to  deduct  mortgage  interest  that  you  pay, 
you  also  affect  the  affordability  issue  and,  therefore,  affect  the  abil- 
ity to  qualify  for  a  home. 

Today  there's  over  27  million  homeowners.  About  75  percent  of 
these  homeowners  who  have  a  mortgage  deduct  mortgage  and 
property  taxes.  Eliminating  the  mortgage  interest  deduction  would 
be  devastating  to  property  values  and  a  homeowner's  equity  in  his 
or  her  home. 

Second,  if  Congress  —  and  I've  heard  this  before  today  —  ap- 
proves a  flat  tax,  there  has  to  be  a  built-in  prohibition  against  in- 
creasing the  rate.  If  the  flat  tax,  for  example,  is  originally  estab- 
lished at  17  percent,  we  want  to  be  assured  that  the  next  Congress 
will  not  raise  it  to  35  percent.  Although  the  Congress  is  gaining 
credibility,  builders  are  not  quite  there  yet  to  believe  it  when  politi- 
cians tell  them  that  tax  rates  will  not  be  increased. 

One  way  to  insure  that  a  flat  tax  rate  stays  capped  is  to  require 
Congress  to  approve  any  rate  increases  with  a  two-thirds  super- 
majority. 

Congressman  Smith  and  the  Washington  State  legislature  took 
progressive  steps  towards  dealing  with  tax  increases  and  out-of- 
control  state  spending  3  years  ago,  through  Initiative  601.  Con- 
gressman Smith  said  that  in  order  to  raise  taxes  there  must  be  a 
two-thirds  supermajority  voted  by  the  state  legislature  and  a  ma- 
jority of  the  people.  Initiative  601  has  put  a  lid  on  those  taxes.  As 
a  matter  of  fact,  state  spending  has  significantly  curbed.  In  fact, 
since  Initiative  601  has  been  approved,  tax  rates  have  decreased  in 
the  State  of  Washington. 

In  conclusion,  the  Building  Industry  Association  of  Washington 
supports  efforts  to  make  the  tax  code  simpler  and  fairer.  It  is  im- 
perative that  tax  reform  maintain  the  mortgage  interest  rate  de- 
duction. By  preserving  the  mortgage  interest  rate  deduction,  we 
will  continue  to  promote  home  ownership  and  provide  opportunities 
for  people  in  this  country  to  obtain  the  American  dream.  It  is  also 
important  that,  at  the  very  least,  Congress  be  required  to  approve 
the  flat  tax  increases  with  a  two-thirds  majority  vote. 

Thank  you  for  the  opportunity  to  testify  today. 

[Mr.  Sherman's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you,  Mr.  Sherman.  It  doesn't  bother 
me  at  all  that  you  don't  trust  us.  I  find  that  the  best  of  us  operate 
very  well  under  rules.  We  require  you  to;  we  probably  should,  too. 

The  next  witness  is  someone  I've  grown  to  admire  over  the  years. 
She  was  just  a  little  mama  carrying  one  of  her  children  not  quite 
born  when  I  met  her  a  few  years  back,  and  have  grown  to  know 
her  as  a  powerful  force  in  both  Washington  politics,  but  a  staunch 
and  sometimes,  if  you're  on  the  other  side,  vicious  defender  of  the 
small  business  folks  in  our  state.  When  I  called  and  found  that  she 
could  come  and  testify,  I  was  really  honored. 

Carolyn  Logue  is  the  President  —  or  State  Director  —  I'll  call 
you  whatever  you  want  there,  of  the  National  Federation  of  Inde- 
pendent Business.  Jack  Ferris,  who  is  the  national  president,  was 
a  prime  player,  very  active  participant  in  the  Kemp  Commission. 
He  is  a  very  articulate  questions  when  I  happened  to  be  testifying 
before  their  Commission  not  too  long  ago,  and  a  leader  in  the  de- 
bate, and  has  defended  aggressively  the  principles  that  he  felt  were 
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important  for  what  he  called  the  engine  of  the  American  economy. 
He  has  done  your  organization  well,  and  I  know  that  you  here 
today  will  represent  the  NFIB  well.  Thank  you,  Carolyn. 

STATEMENT  OF  CAROLYN  LOGUE,  STATE  DIRECTOR, 
NATIONAL  FEDERATION  OF  INDEPENDENT  BUSINESS 

Ms.  LoGUE.  Thank  you,  Congresswoman  Smith,  members  of  the 
Committee.  First  of  all,  I  want  to  commend  you  for  coming  today 
and  coming  out  to  the  different  states  and  talking  to  people  about 
federal  tax  reform. 

Because  first  of  all,  we  feel  it  is  imperative  that  that  federal  tax 
reform  not  be  done  in  a  vacuum,  that  there  are  a  lot  of  other  taxes 
that  businesses  and  working  people  in  the  country  pay,  and  that 
those  need  to  be  taken  into  consideration  when  dealing  with  federal 
tax  changes. 

Here  in  Washington  State  small  businesses  want  tax  reform.  In 
fact,  we  need  tax  reform.  We  are  one  of  only  three  states  that  has 
what  we  call  a  gross  receipts  tax.  That  is  a  tax  that  taxes  your 
company  regardless  of  its  profitability.  We  have  retail  sales  tax  in 
this  state,  we  have  a  use  tax,  and  a  property  tax.  Add  that  on  to 
federal  income  tax  and  federal  payroll  taxes,  which  also  are  taxes 
that  are  levied  regardless  of  profitability  of  business,  and  small 
businesses  in  Washington  State  are  struggling.  Therefore,  we  are 
really  excited  that  federal  tax  reform  is  bemg  talked  about. 

We  have  a  number  of  comments  regarding  a  number  of  the  prin- 
ciples that  the  Kemp  Commission  brought  forth.  As  was  stated  ear- 
lier, our  president  Jack  Ferris  served  on  that  commission.  We're 
real  excited  about  what  came  out  of  there. 

In  addition  to  the  direct  costs  of  taxation,  though,  we  have  to  re- 
member that  the  —  one  of  the  other  costs  that  is  incurred  by  small 
business  is  regulation,  and  that  in  terms  of  tax  reform,  it  also  has 
to  include  regulatory  reform  —  on  those  tax  regulations.  So  simply 
just  going  to  a  flat  tax  rate,  if  it  doesn't  include  some  sort  of  regu- 
latory reform  and  steps  or  mechanisms  that  help  prevent  over-reg- 
ulation in  the  future  —  if  it  doesn't  include  that,  we're  going  to 
probably  end  up  in  20  years  in  the  same  boat  we  are  now. 

Right  now,  small  businesses  have  to  go  outside  of  their  firms. 
They  don't  have  internal  accountants,  they  don't  have  internal 
bookkeepers,  they  don't  have  internal  legal  staff  to  help  them  out. 
They  need  to  go  outside  the  firm.  Mr.  Sherman  brought  up  that, 
with  a  flat  tax,  they  would  do  their  own  taxes.  I  don't  think  that's 
the  case.  I  think  business  owners  go  in  to  build  houses  or  to  flip 
burgers  or  whatever  it  is  to  do,  and  they  don't  want  to  have  to  do 
taxes.  They  would  still  utilize  outside  people,  but  perhaps  they 
wouldn't  have  to  pay  for  so  many  hours. 

So  what  will  help?  In  the  principles  that  the  Kemp  Commission 
brought  up,  the  first  one  that  really  stood  out  for  small  business 
and  stands  out  for  small  business  is  economic  growth  through  in- 
centives to  work,  save,  and  invest.  For  small  businesses  in  Wash- 
ington State,  this  is  paramount. 

Current  tax  policies  often  apply  disincentives  to  job  creation 
which  could  spur  economic  growth. 

Payroll  taxes  are  a  huge  burden  for  small  businesses,  because 
small  business  are  generally  more  labor-intensive  than  larger  busi- 
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ness  firms.  Additionally,  here  in  Washington  State  the  most  labor- 
intensive  industries  also  pay  some  of  the  highest  state  gross  re- 
ceipts taxes.  Yet  despite  these  costs,  small  businesses  continue  to 
be  the  iob  creators  in  this  state  and  across  the  nation.  This  is  be- 
cause they  need  people,  not  machines,  to  provide  the  goods  or  serv- 
ices that  they  sell.  Think  of  the  potential  job  growth  that  there 
would  be  if  tax  policies  were  shifted  to  allow  employers  to  hire 
more  people  without  additional  taxes. 

One  of  the  policies  that's  being  brought  up  is  increasing  the  mini- 
mum wage.  Well,  when  you  increase  the  minimum  wage  for  em- 
ployers, you  increase  their  payroll  tax  burden,  because  you  increase 
the  cost  that  they  have  to  pay  out  for  labor. 

Tax  policy  should  encourage  greater  investment  in  small  busi- 
nesses, because  they  are  the  ones  producing  jobs  and  spurring  fu- 
ture economic  growth.  What  we  find  often  is  tnat  it's  easy  to  go  and 
do  tax  investments  for  larger  businesses,  because  they  tend  to  be 
more  visible  in  the  legislature  or  in  Congress. 

For  example,  in  this  state  we  recently  did  a  —  were  doing  sales 
tax  exemptions  for  manufacturers.  Well,  those  are  good.  We  can't 
ignore  smaller  businesses  and  service  and  retail  businesses  as  well, 
who  employ  people.  Because  is  it  inherently  fair  to  give  businesses 
tax  breaks  to  buy  more  machines,  yet  not  give  them  any  credit  or 
tax  break  for  hiring  more  people? 

Principle  number  two,  fairness.  Fairness  —  this  principle  applies 
to  small  business  in  a  very  important  way.  As  the  policy-makers 
in  Washington,  DC  move  to  taix  relief  and  to  do  tax  reforms  for 
business,  they  must  make  sure  that  small  business  benefits  propor- 
tionately, as  well  as  larger  businesses.  Too  often,  tax  reforms  or  re- 
lief are  done  that  attempt  to  spur  economic  growth  by  concentrat- 
ing on  one  industry  or  type  of  business.  However,  numerous  sur- 
veys of  Washington  State  NFIB  members  indicate  that  the  tax  re- 
form or  relief  they  support  must  supply  relief  to  all  industry  sec- 
tors. Buoying  up  one  business  or  industry  does  not  automatically 
mean  better  times  for  all.  Any  approach  to  federal  tax  reform  must 
benefit  all  industry  types  and  all  businesses  fairly. 

Simplicity.  This  is  very  important  because  it  deals  with  the  regu- 
latory reform  that's  needed.  Reduce  the  regulatory  burden  of  tax- 
ation so  that  the  costs  of  paying  the  tax  are  not  as  high.  Make  the 
system  simple.  Allow  the  business  owner  to  get  back  to  what  they 
went  into  business  to  do. 

Also  remember  that  along  with  simplicity  comes  clarity.  Make 
sure  the  tax  laws  are  very  easily  understood,  to  help  small  busi- 
nesses avoid  mistakes  that  could  be  costly  in  the  future. 

Apply  general  regulatory  reforms  to  the  tax  laws:  regular  admin- 
istrative review,  cost-benefit  analysis,  small  business  economic  im- 
pact statements,  analysis  of  disproportionate  impact  on  small  busi- 
ness, and  relief  for  first-time  violations. 

Neutrality.  For  small  businesses,  the  tax  code  should  not  deter- 
mine what  economic  activities  are  good  and  what  activities  are  bad. 
If  it  is  legal,  it  should  not  be  unfairlv  taxed,  if  the  law  permits  it. 

Visibility.  This  is  very  important  for  small  business,  because  as 
taxpayers  they  think  they  should  know  where  their  tax  money  is 
going.  Call  a  tax  a  tax,  rather  than  a  fee.  Recognize  that  there  are 
no  painless  taxes  for  small  business.  Recognize  that  as  businesses 
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pay  more  tax  the  whole  economy  suffers.  The  public  deserves  to 
know  exactly  why  prices  are  going  up.  The  public  must  be  educated 
about  the  cost  of  Government  so  informed  decisions  can  be  made. 

Principle  number  six,  stability.  Many  small  businesses  wonder  if 
their  business  will  be  around  in  5  years,  and  part  of  that  question 
can  only  be  answered  by  year-to-year  tax  cnanges.  Small  busi- 
nesses need  as  much  predictability  as  possible  in  order  to  keep 
going.  Government  should  step  in  and  do  its  part  by  creating  a  tax 
system  that  is  stable  and  that  allows  small  business  owners  to 
know  what  things  will  look  like  tax-wise  even  5  or  10  years  down 
the  road. 

Of  the  six  recommendations  that  the  Kemp  Commission  came  up 
with,  the  one  that  I  know  that  the  jury  is  still  out  on  is  the  single 
tax  rate.  The  simplicity  factor  of  the  single  and  the  flat  tax  rate 
is  very  important  to  small  business.  However,  as  we've  gone  out 
and  surveyed  our  members,  we're  finding  a  lot  of  different  re- 
sponses to  how  that  flat  tax  or  single  tax  rate  system  would  impact 
them. 

We  really  would  like  to  encourage  Congress  to  try  to  go  out  and 
do  some  small  business  economic  impact  studies.  Get  different 
groups  of  businesses,  try  to  come  up  with  some  different  scenarios, 
and  run  proposals  through  those  scenarios  to  make  sure  that,  while 
you're  helping  one  segment  of  small  business,  you're  not  signifi- 
cantly hurting  another  segment,  and  that  it  does  benefit.  I  mean, 
if  manufacturing  benefits,  but  retail  and  service  suffer,  yet  retail 
and  service  are  t;ie  ones  where  you're  going  to  find  most  of  your 
job  creation  these  days,  is  that  really  a  good  way  to  go  in  tax  pol- 
icy? That  needs  to  be  looked  at. 

Lowering  tax  rates  for  America's  families  are  very  important.  Al- 
lowing deductibility  for  workers,  ending  biases  against  work,  sav- 
ing, and  investment  are  all  good.  But  they  should  be  supported 
only  to  the  extent  that  they  do  not  increase  the  burden  on  working 
people  who  own  small  businesses,  and  their  families. 

The  last  recommendation,  the  two-third  majority  vote,  is  one  that 
we  want  to  champion.  Of  our  members  80  percent  in  Washington 
State  support  that  type  of  policy.  Make  it  two  thirds  to  raise  the 
tax  rate.  If  you  have  a  situation  where  we're  going  to  have  a  shift, 
make  it  a  two-thirds  majority  vote,  at  least  if  there's  going  to  be 
an  increase  on  any  taxpayer  or  taxpayer  group  in  the  country. 
Making  it  harder  to  raise  taxes  is  an  important  way  of  achieving 
greater  stability,  visibility,  neutrality,  simpHcity,  and  fairness  in 
the  tax  system. 

We  also  think  that  reducing  government  spending  and  requiring 
a  balanced  federal  budget  will  go  a  long  way  to  help  as  well,  and 
perhaps  should  be  done  first. 

A  lot  of  the  recommendations  that  NFIB  has  have  been  already 
mentioned  before,  so  I  will  just  run  through  the  list  that  our  sur- 
veys of  our  small  businesses  across  the  country  have  said,  "This  is 
what  you  should  do  to  help  small  business." 

Reduce  payroll  tax  rates.  Like  it's  been  stated  before,  this  is  a 
tax  that  is  paid  regardless  of  profitability  of  the  business.  It  is  a 
tax  directly  on  labor.  What  we've  heard  lately  is  the  government 
denouncing  the  stagnant  wages  in  the  country.  Well,  what  we 
think  that  should  happen  is  perhaps  government  should  do  its  part 
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in  reducing  the  cost  of  labor  and  allowing  —  freeing  up  money  to 
be  paid  towards  wages  by  reducing  its  tax  burden  on  what  it  pays 
directly,  on  what  it  requires  directly  on  labor. 

Estate  tax  reform.  No  closely -held  business,  farm,  or  ranch 
should  ever  have  to  be  sold  or  liquidated  to  pay  estate  taxes  follow- 
ing the  death  of  the  business  owner  if  that  person  is  going  to  be 
passing  it  on  to  family  members.  We  need  to  encourage  future  en- 
trepreneurship  as  well  as  past  entrepreneurship.  I  know  that  the 
1  percent  number  was  real  interesting. 

First  of  all,  of  course  businesses  aren't  going  to  think  about  es- 
tate taxes  when  they  go  into  business,  and  it's  not  going  to  be 
something  they  bring  up,  because  they  hope  their  business  survives 
5  years.  They're  not  even  thinking  that  it  might  survive  till  they 
die.  Then,  when  they  finally  get  to  the  point  where  their  business 
is  successful  and  they'd  like  to  pass  it  on,  they're  struggling  to  pay 
lawyers  and  accountants  to  help  them  find  a  way  to  avoid  that  tax. 
They're  going  to,  hopefully,  not  going  to  have  to  pay  that  tax.  It 
costs  a  lot  of  money  to  do  that. 

The  other  thing  is,  as  a  32-year-old  person  whose  parents  are  re- 
tirement age  and  who  has  a  lot  of  friends  whose  parents  have  busi- 
nesses and  they'd  like  to  take  over  the  business,  don't  saddle  them 
with  estate  taxes  when  they  have  to  pay  day  care  or  college  costs. 
Even  deferrals  and  installments  don't  help.  It's  much  easier  to  go 
work  for  somebody  else  than  to  have  to  worry  about  a  burden  like 
that  in  the  future. 

Health  insurance  deductibility  100  percent  for  the  self-employed 
is  very  important.  Increase  expensing  Hmits  for  small  businesses. 
Have  Congress  clarify  in  law  what  an  independent  contractor  is,  to 
eliminate  confusion. 

Have  home  office  deductions,  and  simplify  and  clarify  the  law  to 
encourage  rather  than  discourage  home-based  businesses. 

Then,  of  course,  reduce  the  capital  gains  tax. 

Do  exemptions  for  small  businesses  investments  that  are  held  for 
5  years  to  encourage  people  to  invest  in  small  businesses  and  en- 
trepreneurs. 

Thank  you,^  once  again,  for  the  opportunity  to  testify. 

[Ms.  Logue's  statement  may  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you,  Ms.  Logue. 

Last,  but  not  least  —  I  met  the  next  panelist  when  I  was  des- 
perately looking  for  an  office,  because  all  of  a  sudden  I  was  a 
Congressperson  that  got  there  quicker  than  I  had  ever  intended  to 
get  there.  A  write-in  campaign  didn't  leave  me  much  time  to  look 
for  an  office,  and  she  was  very  helpful. 

Priscilla  Terry  is  now  the  current  chairman  —  or  are  you  called 
president  of  the  chamber  of  commerce? 

Ms.  Terry.  President. 

Chairwoman  Smith.  You're  president.  She  also  manages  business 
property.  Are  you  actually  a  broker,  Priscilla? 

Ms.  Terry.  Yes,  I'm  an  owner  and  a  broker. 

Chairwoman  Smith.  An  owner  and  a  broker,  so  she's  in  real  es- 
tate as  a  small  business  person.  She  works  in  a  broader  area  be- 
cause she  works  in  the  chamber,  and  she's  taken  on  leadership  in 
the  community.  We  felt  that  that  was  real  important  today,  be- 
cause it  would  be  a  broader  look. 
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She's  also  very  outspoken,  and  that's  what  we  want  to  hear, 
what  you're  really  thinking. 

Priscilla,  thank  you  for  driving  all  the  way  from  Olympia.  You're 
definitely  not  last  for  any  reason,  except  you  sat  at  that  end  of  the 
table. 

STATEMENT  OF  PRISCILLA  S.  TERRY,  PARTNER  AND  MANAG- 
ING  BROKER,  PRIME  LOCATIONS,  INC.,  AND  PRESIDENT, 
LACEY/THURSTON  COUNTY  CHAMBER  OF  COMMERCE 

Ms.  Terry.  Thank  you.  I  knew  that  ahead  of  time.  Thank  you 
for  letting  me  put  my  two  cents'  worth  in. 

A  couple  of  facts  about  myself:  My  name  is  Priscilla  Terry.  I  do 
own  a  small  business;  we  employ  about  15  people.  It's  an  S  cor- 
poration. It  was  formed  in  1988.  The  fact  that  it's  an  S  corp  re- 
lieves it  of  a  lot  of  federal  taxes.  Those  are  passed  on  to  the  individ- 
ual owners,  and  we  pay  tax  according  to  what  our  own  marginal 
tax  rates  are.  That  is  one  protection  that  the  government  has  af- 
forded small  businesses,  and  many  of  us  do  take  advantage  of  that. 
That  should  not  be  overlooked,  either,  and  that  is  why  people 
choose  S  corps,  because  especially  if  they  produce  losses  the  first 
few  years  of  operation,  certainly  those  can  be  offsetting. 

My  husband  and  I  do  not  have  any  children.  We're  in  the  36  per- 
cent tax  bracket.  I  expect  to  pay  around  $60,000  in  taxes  this  year. 
I  say  that  to  give  you  a  perspective  of  where  I'm  coming  from,  and 
I  am  trying  to  be  really  objective  about  the  different  tax  scenarios. 

We  save  a  tremendous  amount  of  our  income  because  we  don't 
have  any  children,  we  don't  have  any  day  care,  and  we  don't  have 
lots  of  payments  of  different  kinds.  As  I  said  in  my  testimony,  we 
are  the  very  folks  whose  income  Mr.  and  Mrs.  Clinton  have  chosen 
to  redistribute. 

I  read  several  business  publications  each  week.  I  pay  particular 
attention  to  The  Wall  Street  Journal,  Business  Week,'  and  Forbes, 
and  my  comments  are  colored  by  what  I  read  in  those  publications. 
I  try  to  keep  up  as  best  I  can. 

Capital  gains,  of  course,  is  intimately  associated  with  the  real  es- 
tate business,  as  well  as  the  stock  and  bond  business.  As  far  as  it 
goes  in  real  estate,  the  capital  that  would  be  unlocked  by  a  capital 
gains  tax  reduction  is  incredible.  Anybody  that  says  this  is  a  tax 
for  the  rich  is  wrong,  number  one.  But  number  two,  the  revenues 
that  would  tumble  in  are  just  absolutely  incredible.  I  think  I  can- 
not overemphasize  that. 

I  would  also  agree  to  extend  the  holding  period,  if  that's  what  it 
took  to  get  that  passed.  Three  to  5  years  is  OK  with  me.  I  figure 
I'm  a  typical  investor,  and  I  would  go  along  with  something  like 
that.  I  do  invest  in  the  stock  market,  the  bond  market,  the  real  es- 
tate market,  timberland,  farmland.  That's  what  our  assets  are,  and 
that's  where  I'm  coming  from.  I  do  pay  quite  a  bit  of  taxes,  so  I 
am  trying  to  be  objective  on  that  count. 

Payroll  taxes  should  be  paid  by  individuals,  not  by  their  employ- 
ers. If  each  person  paid  his  or  her  own  taxes  by  check  every  month, 
every  person  would  be  painfully  aware  of  how  much  they  pay.  As 
it  is  now,  most  people  overpay  with  their  payroll  deductions,^  and 
then  they  think  they  get  a  bonus  at  the  end  of  the  year.  That's  in- 
sane. 
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My  company  pays  17  percent  of  wages  in  payroll  tax  and  B&O 
tax,  and  8.5  percent  of  total  revenues  in  taxes.  That's  a  lot.  Of 
course,  it's  worse  for  a  smaller  company,  because  part  of  that  is  the 
cost  of  payroll  tax  preparation.  We  employ  a  person  part-time  just 
to  do  payroll  tax  preparation. 

F.I.C.A.  taxes  should  be  certainly  deductible  by  the  employee. 
Right  now  it's  a  tax  on  a  tax,  to  echo  everybody  else's  statements. 
Independent  contractor  versus  employee.  That  issue  is  a  sore 
pomt  with  us,  and  I'll  just  tell  you  a  story  so  that  you  can  see  what 
happens  when  all  the  parts  of  an  issue  are  not  looked  at  in  context 
and  at  the  same  time. 

We  had  our  in-staff  people  as  employees  and  our  maintenance 
people  and  apartment  resident  managers  as  independent  contrac- 
tors. Well,  pretty  soon  into  the  business  we  discovered  that  the  IRS 
prefers  that  all  of  those  people  be  employees  rather  than  independ- 
ent contractors.  I  would  guess  that  is  to  be  able  to  get  at  their 
taxes  in  a  more  easy  way.  So  we  made  two  decision  that  day.  We 
made  one  decision  to  accept  these  people  as  employees  rather  than 
independent  contractors.  The  other  decision  was  to  halt  all  benefits 
to  all  employees.  We  became  part  of  the  problem,  but  we  were 
forced  into  it.  We  even  hurt  ourselves,  but  we  were  forced  into  it. 

On  corporate  taxes,  they  shouldn't  exist.  That  money  should  go 
to  hiring,  producing,  and  all  that.  The  corporation  that  doesn't  pay 
taxes  —  everybody  else  pays  taxes  on  those  taxes  in  the  form  of 
higher  prices,  less  production,  fewer  jobs,  et  cetera,  et  cetera. 

In  terms  of  a  single  tax  rate,  I  think  it  is  appropriate.  Progres- 
sivity  penalizes  excellence  and  hard  work  and  resulting  success. 
Even  a  single  tax  rate  makes  the  rich  people  pay  more.  They  don't 
mind  this,  as  long  as  it's  fair. 

A  national  sales  tax,  I  think,  is  regressive  and  unfair.  I  don't  buy 
much  stuff  anv  more,  so  I  don't  pay  much  in  the  way  of  sales  taxes. 
A  young  couple  will  spend  much  more  of  its  income  on  goods,  and 
I  think  it's  a  shame  to  add  yet  another  burden  on  youngsters. 

The  exemptions  listed  in  the  proposed  plans  is  too  low.  Besides, 
doesn't  this  country  run  on  production  and. purchasing  of  stuff?  If 
we  tax  the  production  and  the  consumption  of  stuff,  won't  our  econ- 
omy tank?  Won't  we  have  many  more  people  unemployed?  What 
will  they  do  instead  of  making  stuff?  I  don't  know  the  answer  to 
this  question,  but  it  is  a  question  that  I  would  raise. 

A  value-added  tax  would  seem  to  me  to  be  inflationary.  I  don't 
know  enough  about  it  to  comment. 

Flat  taxes,  at  first  blush,  would  favor  the  wealthy.  But  if  so 
many  taxes  were  not  being  paid  by  the  rich,  then  who  or  what 
would  make  up  the  difference?  I  believe  that  much  of  the  money 
not  paid  in  taxes  would  eventually  find  its  way  to  the  GDP.  But 
what  happens  until  it  does?  I'm  not  an  economist. 

One  way  the  difference  would  be  made  up  is  that  some  flat  tax 
proposals  may  end  deductions  and  exemptions  from  income.  Many 
more  assets  might  be  subject  to  taxes.  Would  municipal  bonds  still 
be  sheltered?  What  would  happen  to  the  projects  that  are  funded 
by  those  municipal  bonds?  Would  real  estate  depreciation  and 
mortgage  interest  deductions  still  be  used  to  offset  income  that 
these  assets  produce?  If  we  further  erode  the  incentives  to  own  and 
invest  in  real  estate,  would  we  kill  projects  that  meet  our  overall 
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goals?  In  other  words,  providing  affordable  housing  or  even  low-in- 
come housing  and  all  that  stuff. 

We  should  remember  the  terrible  effects  that  the  1986  tax  law 
changes  and  especially  the  retroactivity  of  non-deductibility  had  on 
real  estate.  I  believe  that  the  1986  tax  law  changes  precipitated  the 
S&L  debacle.  We  don't  need  more  thoughtless,  ill-conceived,  and 
out-of-context  manipulations. 

I'm  saying  —  I'm  not  saying  not  to  change  it,  but  just  gn^and- 
father  what  exists,  and  pay  attention  to  the  big  picture.  I  agree 
with  the  professor  that  said  it  was  laudable  to  get  rid  of  tax  shel- 
ters. I  think  that's  fine.  But  the  retroactivity  killed  it. 

If  we  tax  wages  and  don't  tax  income  from  investments,  it's  the 
young  subsidizing  the  old  again.  A  lot  of  us  older  folks  don't  need 
to  be  subsidized.  I  think  we  should  give  people  with  little  savings 
incentive  to  save.  Some  of  us  are  going  to  save  regardless.  So  let's 
keep  enough  of  the  investment  to  keep  us  interested.  Maybe  the 
first  $5,000  of  investment  income  might  be  tax-free.  Maybe  invest- 
ment income  is  taxed  at  a  lower  rate.  It  would  be  a  nice  spiff  for 
us,  and  would  greatly  help  those  just  getting  started. 

On  the  home  mortgage  deduction,  I  am  ambivalent.  The  people 
the  deduction  is  designed  to  help  probably  take  the  standard  de- 
duction anyway.  I  don't  get  a  full  deduction  because  my  AGI  makes 
the  limitations  kick  in.  Is  it  really  sacred?  I'm  not  sure.  What  I  put 
in  my  pocket  at  the  end  of  the  tax  day  is  what's  important. 

On  rental  property  we  need  to  be  much  more  cautious  about 
abolishing  the  deduction.  I'm  not  saying  it  won't  work,  just  reiterat- 
ing my  position  stated  earlier. 

I  would  like  to  speak  intelligently  on  the  different  flat  tax  pro- 
posals, but  the  information  that  I  have,  and  I  think  that  anybody 
has,  is  still  too  limiting.  I  don't  know  what  the  effects  are  going  to 
be,  because  I  don't  know  what  the  interactivity  is. 

Chairwoman  Smith  mentioned  in  the  statement  that  she  was 
moved  by  the  apparent  willingness  of  so  many  to  work  together  to 
share  the  sacrifice.  Those  elderly  people's  resolve  would  be  easily 
tested  by  showing  them  a  true  picture  of  the  huge  toll  that  Social 
Security  and  Medicare  exacts  on  younger  working  people.  Older 
Americans  today  receiving  these  benefits  paid  very  little  into  the 
system,  yet  they  are  reaping  enormous  benefits  at  the  expense  of 
their  children  and  grandchildren.  Are  they  willing  to  scale  back 
these  unearned  benefits?  If  not,  then  the  sacrifice  is  lip  service,  and 
I,  for  one,  am  not  interested  in  hearing  about  it. 

In  an  unanswered  letter  to  President  Clinton  3  years  ago,  I  said 
I  would  be  willing  to  forego  payments  of  Social  Security  to  me  over 
and  above  what  I  paid  into  the  system,  plus  a  very  nominal  inter- 
est rate.  I  stand  by  that  statement. 

What  makes  people  really  mad  about  taxes  isn't  the  high  rate  of 
taxes  necessarily,  it's  what  the  high  rate  of  taxes  is  subsidizing. 
Who  or  what  is  it  subsidizing?  If  it's  fairer,  I  think  people  will 
stand  to  pay  a  little  more  money. 

Thanks  very  much. 

[Ms.  Terry's  statement  mav  be  found  in  the  appendix.] 

Chairwoman  Smith.  Thank  you.  Your  testimonies  have  made  me 
think  a  lot. 
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I  am  going  to  take  the  prerogative  of  the  Chair  and  start  this 
time. 

One  thing  I'd  like  to  tell  you  is,  this  Subcommittee  has  had  two 
hearings  on  the  top  recommendation  of  the  White  House  Con- 
ference on  Small  Business,  the  status  of  independent  contractors. 
We  brought  IRS  in  earlier  and  —  I  guess  it's  been  nearly  a  year 
—  and  they  promised  to  develop  a  new  training  manual.  They  just 
released  it  last  week.  If  you  can't  find  it,  we  have  one. 

What  I  would  like  you  to  do,  though,  in  getting  this  manual,  is 
call  my  office  and  help  me.  Look  through  it,  see  what  it  does.  Does 
it  make  sense? 

Their  arguments  were  that  if  people  were  better  trained  it  would 
be  better.  I  question  that.  But  being  as  we  have  a  President  reluc- 
tant to  sign  many  of  the  things  we're  putting  on  his  desk,  this  is 
what  we  get  right  now,  this  training  manual.  Help  us  with  it.  They 
are  taking  open  testimony  for  the  next  couple  of  weeks,  and  I  need 
your  experience  in  analyzing  that  training  manual.  Any  or  all  of 
you,  pass  it  around,  and  be  aggressive  —  quickly,  if  you  could  do 
that  for  us. 

The  other  thing  I'd  like  to  tell  you  is,  we  have  had  some  suc- 
cesses with  this  Committee,  both  the  training  manual  and  also  the 
fact  that  we  did  pass  a  small  business  regulatory  reform  bill,  and 
the  President  has  signed  it.  It  certainly  is  not  ever3^hing  that  you 
want,  but  it's  a  beginning.  Make  sure  your  membership  knows  that 
their  input  is  helping.  The  President  is  starting  to  pass  and  sign 
a  few  token  things,  which  is  good.  We're  not  getting  some  of  the 
things  like  major  inheritance  tax  reform  that  we  believe  we  need, 
but  those  are  things  we've  had  as  victories. 

^  What  I  would  like  to  do  is  ask  one  question  of  all  panelists,  and 
I  m  going  to  preface  it.  I  have  several  questions,  and  if  after  Rep- 
resentative Metcalf  gets  his  done  we  still  have  time,  I  will  follow 
up  with  them. 

The  first  question,  though,  is  this:  In  analyzing,  as  far  as  I  can, 
the  testimony  I've  had  thus  far  in  the  12  fourms  that  we've  had  — 
3  congressional  hearings  and  9  town  hall  meetings  —  what  I  have 
found  is  that  people  are  concerned  about  three  things:  Who  pays 
tax  —  the  base  amount;  how  far  do  you  go  before  you  pay  tax  — 
whether  or  not  they  can  deduct  certain  things;  and  what  the  rate 
is  —  and  the  predictability  of  that  rate  —  otherwise,  the  two 
thirds.  That  is  a  very  consistent  theme. 

What  they  seem  to  be  wrestling  with  is  this:  every  time  they  give 
you  a  deduction  of  some  kind,  I  have  to  raise  the  rate. 

Some  dynamics  are  very  big.  Our  economy  has  a  17  percent 
health  care  component.  You  start  seeing,  if  you  don't  tax  one  part, 
what  it  does  to  the  rate.  Housing  is  another.  Lots  of  things  like 
that  come  in. 

Now,  in  that,  what  I'd  like  to  ask  you  is  this:  I  am  not  proving 
out  this  rate  with  this  statemenl.  I  just  want  you  to  think  about 
this.  If  you  want  to  step  aside  ft-om  this  question,  you're  welcome 
to,  or  just  think  about  it,  and  you  can  submit  it  as  an  extension 
of  your  testimony,  given  a  couple  of  days. 

If  you  were  taxed  at  —  and  let's  say  it's  a  two  thirds  to  adjust 
this  rate,  a  17  percent  rate  with  no  deductions  —  no  deductions, 
or  you  had  a  23  percent  rate  with  interest  and  health  care  deduc- 
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tions,  is  that  tradeoff  of  nearly  a  6  percent  difference  in  the  tax 
rate  worth  it  to  you  if  you  had  a  $30,000  base  before  anyone  paid 
tax  on  your  small  business  net  income?  Those  numbers  are  prob- 
ably not  too  far  off,  but  I  think  they're  too  premature. 

Also,  if  you  would  add  for  me,  either  in  your  statement  back  to 
me  now  or  in  writing,  if  the  mortgage  interest  deduction  is  vital? 

It  becomes  an  inflationary  issue  of  the  price  of  property,  et 
cetera,  and  it  is  the  prime  property  or  investment  for  most  people. 
But  let's  say  we  keep  that  base  high  and  we  have  to  let  it  adjust 
with  the  change,  would  you  accept  a  transition  that  took  into  ac- 
count the  economic  indicators  otherwise  of  what  it  did  with  the 
economy  and  the  lower  interest  rates  that  are  promised  by  the  pro- 
ponents of  the  flat  tax  system?  Some  people  are  afraid  of  it  happen- 
ing and,  therefore,  they're  afraid  they  would  lose  the  deduction,  but 
there  would  be  no  economic  dynamic,  and  they  would  be  lefl  with 
higher  interest  rates,  and  it  would  retard  the  purchase  and  sale  of 
homes. 

Now,  that  might  be  a  little  too  complex,  but  those  are  the  factors 
that  seem  to  be  playing  very  heavy  in  every  one  of  the  proposals. 
Anyone  can  start,  answering  any  part  of  that  tradeoff  or 

Senator  Anderson? 

Ms.  Anderson.  Madam  Chair,  I  have  spoken  much  about  re- 
source industries  in  the  Northwest,  which  agriculture  and  timber 
are.  In  that  also  in  the  Northwest  you  could  add  mining.  I  think 
the  people  who  I  represent  in  the  resource  industries  would  take 
the  23  percent  plus  deductions,  interest  and  health  care  deductions. 
Because  interest  —  the  capital  investments  you  make  in  resource 
industries  are  so  high  up  front,  it  would  be  years  before  the  inter- 
est on  that  capital  was  not  a  major  part  of  you  payments  out.  So 
I  think,  in  order  to  encourage  capital  investment  in  resource  indus- 
tries, it  would  be  important  to  have  interest  as  a  deduction. 

Chairwoman  Smith.  Senator  Anderson,  one  thing  I  wonder  if, 
and  it's  something  people  don't  often  know,  is,  your  capital  is  taken 
off.  If  I  sign  a  note  for  $5  million  in  capital,  I  carry  it  forward  in 
unlimited  expensing  and  wipe  out  all  my  gain.  I  would  not  pay 
taxes  until  I  absorb  all  my  capital  expenses  going  forward.  So  I 
would  have  no  tax  for  several  years  forward.  That  is  something 
people  don't  understand  about  most  of  the  flat  tax  proposals.  So  if 
I  made  a  million  the  first  year  but  I  had  5  million  in  capital  I 
signed  for  in  costs  and  my  equipment,  I  wouldn't  pay  tax  for  5 
years  forward.  That  is  something  that  you  might  want  to  think 
about.  But  I  understand  your  statement. 

Ms.  Anderson.  Does  that  just  depend  on  the  structure,  however, 
if  it's  business  or  personal  property? 

Chairwoman  Smith.  Yes.  But  picture  a  flat  tax  normally  — 
again,  there  are  different  kinds  —  as  when  you  commit  to  some- 
thing, you  buy  it.  It  is  deductible  at  that  point.  Your  income  is 
worked  against  this.  So  instead  of  that,  instead  of  carrying  back  or 
depreciating,  which  depends  on  what  you're  dealing  with  in  the 
past,  you  would  from  that  moment  forward  take  off  everything  that 
you  spend  or  commit  to,  as  if  you've  spent  it.  So  that  might  be 
something  you  would  want  to  factor  in,  too,  thinking  about  that. 
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Ms.  Terry.  I'm  going  to  think  about  it  a  little  more.  I  think  that 
for  —  I  don't  think  the  same  rules  apply  for  businesses  as  they  do 
to  mdividuals,  in  terms  of  interest. 

Mr.  Sherman.  I  think  you're  right  there. 

Chairwoman  Smith.  In  a  business  or  rental,  you  have  to  factor 
in  your  netting  on  most  of  it  —  I'm  going  to  use  the  Hall/Rabushka 
model  right  now  —  that  what  you're  going  to  end  up  doing  is  tak- 
ing all  of  your  capital  off.  You're  so  used  to  depreciating;  now  you 
take  it  all  off,  100  percent  against  income,  until  it's  all  used  up 

Ms.  Terry.  OK. 

Chairwoman  Smith.  So  that  kind  of  changes  the  question  of  in- 
terest on  it,  because  you're  actually  taking  —  you  won't  have  any 
income  tax  for  a  number  of  years.  It  does  beg  the  question  of  a 
competitive  business,  if  I  came  in  and  I  could  take  everything  off 
for  5  years  and  I  competed  with  you  as  an  established  business.  So 
you  need  to  think  about  this. 

If  you  want  some  of  the  economic  arguments,  get  the  Hall/ 
Rabushka  book  which  brings  all  of  the  economic  questions  into 
play. 

Ms.  Terry.  So  what  if  you're  a  labor-intensive  rather  than  cap- 
ital-intensive company?  How  would  that  —  would  that  labor  —  I 
think  Carolyn  brought  out  an  excellent  point,  in  that  a  lot  of  these 
subsidies  are  going  to  manufacturer  types,  which  I  think  is  great 
But  what  about  the  people  who  hire,  that  hire  lots  of  people"? 

Chairwoman  Smith.  That's  right.  Those  are  questions  we  have  to 
answer  in  any  transition,  to  make  sure  that  we  don't  lose  any  part 
of  our  economy.  We're  at  the  "what  about?"  I  don't  have  all  the  an- 
swers, Priscilla. 
Ms.  Terry.  No;  the  question  is,  what's  the  deductibility  of  that"? 
Chairwoman  Smith.  That's  the  reason  that  I  th.ink  Dr.  Feulner— 
I  think  It  was  Ed,  wasn't  it?  —  said  that  he  thought  they  should 
allow  the  deductibility  of  the  payroll  tax  as  recommended  by  the 
Kemp  Commission. 
Ms.  Terry.  Yes. 

Chairwoman  Smith.  Does  anybody  else  want  to  comment  on 
that?  I  know  it's  kind  of  like  a  loaded  question.  They  really  are  big 
questions,  aren't  they? 

Mr.  Sherman.  I'll  respond  now,  but  I  also  want  to  think  about 
this  and  respond  to  you. 

Let's  iust  look  at  a  first-time  home  buyer  purchasing  a  home.  We 
were  talking  about  the  home  mortgage  interest  deduction.  Their  in- 
come, less  their  expenses,  allows  them  to  afford  a  certain  level 
entry  into  a  home.  If  they  don't  get  to  deduct  their  interest,  then 
that  s  going  to  squeeze  the  amount  of  people,  I  believe,  that  can 
enter  into  the  purchasing  of  a  home.  That's  one  of  the  things  that 
we  re  really  concerned  about. 

Chairwoman  Smith.  It  might  —  watch  the  base.  Because  if  I  let 
a  family  of  four  drop  out  at  $36,000  before  they  pay  tax,  they  have 
more  take-home.  Currently  they  would  pay  tax.  So  when  you  work 

a  balance  statement,  when  you're  figuring  out  their  loan 

Mr.  Sherman.  You  got  to  get  that  total  net  income,  is  what 
you  re  saying. 

Chairwoman  Smith.  Yes.  They'd  have  more  spendable  income. 
But  I  don  t  know  the  difference  there. 
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Mr.  Sherman.  But  I'd  like  to  respond.  Overall,  I  guess  I  would 
concur  with  Senator  Anderson  on  the  23  percent 

Chairwoman  Smith.  The  higher  rate? 

Mr.  Sherman.  —  from  a  businessman's  standpoint.  But  I'm  also 
speaking  from  a  —  my  daughter  is  entering  the  home-buying  mar- 
ket right  now.  How  would  I  speak  if  I  was  her?  I  think  she'd  prob- 
ably want  to  keep  that  mortgage  interest  rate  deduction. 

Chairwoman  Smith.  I  think  what  you  do  is,  you  look  at  the  base. 
If  now  she  would  get  —  what  is  it,  some  $3,600  in  deduction?  The 
base,  the  new  base,  would  give  her  about  $15,000.  Is  that  going  to 
equate  to  her  interest?  Because  they  equate  a  very  high  beginning 
rate  to  compensate  for  interest.  But  again,  it  does  not  negate  your 
concerns,  because  there  is  a  cultural  difference  smd  there's  also  a 
geographic  difference  in  the  nation.  I  pay  $12,000  a  year  for  an  effi- 
ciency apartment  in  Washington,  DC,  and  pay  more  there  than  I 
do  for  my  home  that  I  have  two  other  families  living  in.  I  mean, 
it's  that's  big.  It's  not  huge,  but  it's  bigger  than  my  efficiency.  So 
I  appreciate  the  answers. 

Mr.  Morrison.  A  bit  of  a  complex  question,  but  going  back  to  a 
basic  premise  that  the  engine  to  the  vehicle  called  the  economy  is 
the  business.  So  the  business  has  got  to  be  fueled,  and  what  we 
fuel  that  with  is  investment.  If  you  enhance  the  investment  dollar 
potential,  then  the  output  would  undoubtedly  happen,  given 
consumer  goods,  and  you  got  the  right  market,  and  so  forth.  That's 
business. 

So  I  guess  I  would  be  prone  to  anything  that  would  enhance  ob- 
taining investment  dollars  available,  even  though  the  rates  of  the 
product  net  result,  meaning  earnings,  may  have  to  be  a  little  high- 
er. Incent  investment;  the  production  will  come.  Didn't  they  make 
a  movie  like  that? 

Chairwoman  Smith.  Do  you  know  what  the  funny  part  about 
that  is,  I  kind  of  followed  you  and  imderstood  it.  I  think  small  busi- 
ness folks  have  the  same  kind  of  mind. 

I  want  to  thank  you  all.  I  am  going  to  conclude  my  statements 
and  my  questions. 

This  is  dynamic.  You  have  to  understand  that  you  are  probably 
the  beginning  of  the  tax  change,  your  testimony,  your  involvement 
now.  Stay  involved,  because  those  that  are  involved,  the  handful 
that  are  involved  in  anything,  always  are  the  ones  that  determine 
for  the  rest.  We  are  now  starting  to  determine  the  tax  system  for 
the  21st  century. 

Representative  Jack  Metcalf,  you  can  conclude  with  your  ques- 
tions and  your  conclusion,  and  then  we  will  adjourn. 

Mr.  Metcalf.  I'll  be  relatively  brief.  Thank  you. 

A  comment  was  made  on  the  two-thirds  vote  for  tax  increases. 
I  remember  they  used  to  call  them  revenue  enhancements,  and 
then  user  fees.  They're  all  the  same  thing.  They're  all  taxes.  I  think 
that  they  should  all  be  subject  to  the  two  thirds  vote  requirement 
to  increase  taxes.  That's  just  an  editorial  comment  before  I  begin 
here. 

One  thing,  I  didn't  get  one  of  the  questions  or  one  of  the  points 
you  made.  You  said  how  many  million  homeowners  in  America? 

Mr.  Sherman.  Twenty-seven  million. 
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Mr.  Metcalf.  Twenty-seven  million.  I  didn't  hear  the  20,  I  just 
heard  the  $7  million.  I  knew  that  wasn't  right,  and  I  wondered. 
Twenty-seven  million. 

Out  of  how  many  families  in  America?  Would  you  guess  around 
$100  million,  probably? 

Mr.  Sherman.  Boy.  I'll  get  that  answer  for  you,  Congressman.  I 
don't  know. 

Mr.  Metcalf.  Yes,  but  that  would  only  be  about  one  fourth, 
roughly.  I  think  that  would  be  pretty  close  to  one  fourth.  That's 
sort  of  discouraging.  I  thought  it  would  be  higher  than  one-fourth. 

Mr.  Sherman.  No,  I  think  we're  higher  than  that.  We're  in  the 
50  to  60  percent  range,  but  we're  trying  to  expand  that. 

Mr.  Metcalf.  OK,  good. 

Chairwoman  Smith.  We  will  find  that  out. 

Mr.  Sherman.  What's  happened,  right  after  World  War  II  the 
home  ownership  was  accelerated,  and  then  it  kind  of  dropped  off. 
It  kind  of  plateaued.  It's  going  up,  but  it's  not  going  up  at  some 
of  the  rates  that  we  would  expect  it  could. 

Mr.  Metcalf.  Well,  I'd  just  like  to  ask  sort  of  a  brief  question, 
because  we've  come  down  to  this.  You  also  asked  it,  Linda. 

The  flat  tax  is  based  on  the  idea  of  a  single  tax  rate  all  the  way 
across  the  board.  The  big  discussion  is,  is  it  going  to  be  a  pure  flat 
tax  with  no  deductions,  but  exemptions?  You  would  have  an  ex- 
emption at  the  bottom  if  it's  an  income  tax.  You  would  have,  I 
think  they  say,  a  $26,000  exemption  for  a  single  person,  or  $36,000 
for  a  married  couple  but  then  beyond  that,  no  exemptions.  Of 
course,  two  important  exemptions  are  the  mortgage  interest  deduc- 
tion and  charitable  contribution  deductions. 

What  other  things  should  be  included?  Because  if  it's  a  flat  tax 
and  we  are  going  to  tax  all  the  income,  well,  then  you're  going  to 
have  no  deductions,  just  the  exemption.  Anybody  care  to  comment? 
Because  that's  where  the  fight  is  going  to  be,  what  will  be  the  de- 
ductions allowed? 

Ms.  LOGUE.  I  think  that's  where  we  got  into  a  problem  when  we 
went  out  to  survey  our  small  —  all  our  small  business  members, 
was  that  everybody's  doing  a  little  different  combination  of  every- 
thing. In  particular,  there's  so  much  diversity,  not  only  amongst  in- 
dividual situations,  the  geographic  area,  but  the  type  of  business 
they're  in,  the  size  of  that  business,  and  how  their  business  is  set 
up. 

That's  why  I  think  we  would  feel  more  comfortable,  especially 
when  talking  about  which  rate  would  be  better  and  if  you  allow  it, 
is  to  find  some  way,  some  worksheet  of  getting  an  idea  of  all  the 
deductions  that  are  taken,  and  who  does  —  who  does  what  in  what 
industry  sectors,  and  try  to  get  a  handle  industry  by  industry.  Be- 
cause where  timber  and  resource  industries  might  be  helped  by 
certain  deductions,  service  industries  who  are  highly  labor-inten- 
sive and  don't  have  a  lot  of  capital  might  not.  A  bookkeeping  serv- 
ice or  something  like  that  might  not  be  helped,  and  actually  might 
be  hurt. 

That's  where  we  ran  into  the  problem,  where  our  answers  were 
across  the  board  on  that  survey.  It's  going  to  be 

Ms.  WiLKERSON.  Confused. 
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Ms.  LoGUE.  They're  very  confused.  The  devil  is  always  in  the  de- 
tails. There's  a  lack  of  trust  out  there  amongst  the  small  business 
community,  that  even  a  two-thirds  majority  vote,  —  well,  you 
know,  two  thirds  of  them  could  vote  to  raise  my  taxes  in  the  future, 
so  it's  still  a  scary  prospect. 

Chairwoman  Smith.  Well,  they  have  a  history. 

Ms.  LoGUE.  Yes.  So  I  think  it's  something  that  I  think  really  re- 
quires a  lot  of  —  and  we'd  be  —  I'd  be  more  than  willing  to  help, 
at  least  here  in  this  state,  with  putting  together  some  type  of  work- 
sheet for  some  way  of  getting  a  handle  on  what  each  industry  sec- 
tor is  looking  at. 

Mr.  Metcalf.  Yes,  go  ahead. 

Ms.  Terry.  In  terms  of  charitable  contributions,  I  think  that  if 
we  expand  our  horizons  —  I  mean,  I'm  thinking  about  charitable 
contributions  that  I  happen  to  make  here,  and  that  probably  would 
not  change;  I  would  still  make  them,  regardless.  But  if  we  think 
about  the  big  charitable  contributions,  the  foundations  and  all  of 
that  stuff  that  really  help  universities,  help  museums,  help  all  the 
things  that  we  say  we  want,  I  think  —  I  think  that  might  be  im- 
pacted. 

For  all  of  our  history  since  the  tax  began,  I  guess,  the  govern- 
ment has  decided  for  us  where  it  wants  us  to  go.  I  mean,  even  in 
terms  of  home  mortgage,  I  mean,  it  was  a  government  agency  that 
really  made  people  start  to  buy  houses.  That  was  back  when  the 
FHA  first  got  started.  So  government  has  always  driven  where  it 
wants  social  policy  to  go. 

I  think  in  terms  of  the  charitable  deduction  and  that,  big  things 
might  be  impacted  more  so  than  little  things. 

Mr.  Metcalf.  Anyone  else  care  —  yes? 

Ms.  WiLKERSON.  I  agree  with  Carolyn,  in  that  we  need  to  have 
a  better  understanding  of  the  needs  of  each  individual  type  of  busi- 
ness before  we  can  make  a  decision  or  give  a  good  opinion  on  what 
is  needed  for  "the  whole,"  across  the  board,  for  all  of  the  people. 

I  saw  a  television  program  presentation  the  other  evening  be- 
tween some  politicians  and  economic  professors  discussing  the  var- 
ious proposals,  one  against  the  others,  where  one  had  implications 
that  infringed  upon  the  other,  which  created  major  problems.  With- 
out understanding  all  of  the  facets  of  each  of  the  programs,  how 
they  interact  with  the  different  businesses  —  we  need  to  have  that 
information  to  draw  a  conclusion,  to  make  an  opinion. 

Mr.  Metcalf.  Other  comments? 

Then  I'll  just  try  to  wind  up. 

The  problem  is,  changing  your  whole  tax  structure,  is  a  huge  un- 
dertaking. There  are  winners  and  losers,  regardless  of  what  you  do. 

So  usually  people  prefer  the  devil  that  they  know  rather  than  the 
devil  that  they  don't  know  yet.  However,  this  time  in  America  it 
seems  to  me  it's  the  opposite.  People  are  almost  willing  to  close 
their  eyes  and  jump  on  this  one,  and  get  something,  because  it 
couldn't  be  worse.  Or  at  least  that's  a  feeling  out  there. 

Just  one  last  quick  question  for  Mr.  Morrison.  You  mentioned 
that  tax  policies  almost  overwhelmed  your  newly  created  business. 
Do  you  want  to  share  just  briefly  that  experience? 

Mr.  Morrison.  Well,  I  had  always  believed  and  was  raised  even 
in  high  school  that  the  value  of  your  mind,  interests,  and  such 
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ideas  would  spin  a  business.  I  think  back  in  the  1960's  perhaps 
that  was  still  somewhat  true.  Today  as  my  sons  are  entering  the 
business  world,  I  think  the  principle  is  more  regulation-based,  by 
far,  than  before. 

Twenty  years  ago  a  piece  of  property  with  a  creek  running 
through  it  with  some  tall  evergreens  was  a  desired  piece.  Just  this 
last  2  weeks  they  found  cutthroat  trout  in  this,  never  before  having 
fish  in  my  stream.  My  entire  piece,  that  piece  of  my  retirement, 
has  evaporated.  That's  a  regulation,  and  that's  affected  my  busi- 
ness directly.  The  only  reason  they're  there  was  that  the  Snoho- 
mish Valley  flooded  and  the  fish  got  out  of  the  river,  and  instead 
of  going  through  the  pump  that  they  can't  go  through,  they  got  out 
in  the  valley,  and  now  they're  up  in  my  creek.  When  the  creek 
dries  in  August,  we'll  bring  the  guy  back  out  and  say,  'Tou  know, 
the  fish  are  dead,"  and  until  the  next  flood  we  won't  have  fish 
again. 

Regulations.  Well,  in  creating  my  business  I  was  shocked  by  the 
number  of  regulations  that  I  had  to  deal  with  as  it  related  to 
whether  I'd  be  a  C  corp  or  an  S  corp  or  stay  a  sole  proprietor,  and 
so  forth.  I  literally  had  to  employ  an  attorney,  who  brought  in  an- 
other person,  another  attorney  to  deal  with  that,  who  we  in  concert 
with  employed  two  accountants.  We  made  the  decision  that  my 
company  should  be  an  S  corp.  We  wouldn't  have  certain  tax  advan- 
tages, but  in  the  long  term  we  would  probably  be  fine.  That  took 
about  6  weeks  to  figure  out,  and  cost  me  perhaps  $5,000  to  deter- 
mine that  decision.  $5,000  isn't  a  lot  of  money,  but  at  that  time  it 
was  everything. 

Mr.  Metcalf.  Yes,  I  can  visualize  that. 

Mr.  Morrison.  Those  sorts  of  things  burden  and  shackle  busi- 
nesses. The  spontaneity  needs  to  be  there.  That's  the  free  spirit  of 
America.  The  more  regulations  that  we  have,  somewhat  that  is  the 
knee  to  the  neck  of  creativity. 

Mr.  Metcalf.  Well,  I  would  just  like  to  say  it's  great  to  see  Sen- 
ator Anderson  here.  When  she  was  first  elected  as  a  freshman,  she 
sat  beside  me  in  the  Senate.  We  were  seated  side  by  side,  and  so 
for  2  years  we  got  to  get  very  well  acquainted  in  listening  to  boring 
speeches  and  sometimes  high  adventure.  Anyway,  it's  good  to  see 
you. 

Special  thanks  to  you  for  calling  this  hearing.  Congressman 
Smith.  You've  done  a  marvelous  job. 

Chairwoman  Smith.  Thank  you. 

We're  adjourned.  Thank  you. 

[Whereupon,  at  12:10  p.m.,  the  Subcommittee  was  adjourned, 
subject  to  the  call  of  the  Chair.] 
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Good  morning,  Hoosiers!   It's  a  great  pleasure  to  welcome  you,  our 
witnesses,  and  our  guests  here  in  Indianapolis  today. 

I  am  very  pleased  to  begin  our  hearings  this  year  in  the  great  state  of 
my  colleague  and  friend.  Congressman  Mark  Souder,  from  Fort  Wayne, 
Indiana.    His  knowledge  and  dedication  to  the  fundamental  tax  changes  we 
need  to  consider  are  invaluable  to  our  efforts  here  today. 

As  they  drive  our  nation's  economy,  small  businessmen  and  women 
find  the  current  federal  tax  system  to  be  extremely  complex,  expensive, 
intrusive  and  unfair.    It  stifles  their  opportunities  for  growth  and  success. 
Consequently,  we  are  looking  for  the  best  possible  answers  to  "unleash" 
them  and  their  families  ~  while  we  focus  on  and  develop  the  details  and 
transitional  factors  critical  to  their  survival. 

Last  year,  we  held  hearings  in  Washington,  D.C.  on  tax  reform,  and 
I  had  the  honor  of  testifying  before  the  National  Commission  on  Economic 
Growth  and  Tax  Reform,  chaired  by  Jack  Kemp. 
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Today,  we  will  hear  the  testimony  of  Mr.  Alan  Reynolds,  research 
director  for  the  Kemp  Commission  and  for  the  Hudson  Institute.    I  look 
forward  to  his  and  all  of  our  witnesses'  testimony.   Speciflcally,  we  will 
review  the  Commission's  recommendations  --  along  with  the  fundamental 
tax  changes  small  entrepreneurs  need  now  to  continue  to  create  jobs  and  to 
grow  our  economy.   Accordingly,  without  objection,  I  will  introduce  the 
Commission's  report:  "Unleashing  America's  Potential,"  as  well  as  my 
^recent  statement  before  it,  for  the  record. 

I  applaud  the  Commission's  historic  principles  and  "Tax  Test," 
including  its  recommendation  to  provide  payroll  tax  relief  to  all  individuals. 
Payroll  taxes  are  the  highest  tax  burden  most  of  our  nation's  "Main  Street" 
enterprises  and  sole  proprietors  face.   In  particular,  I  commend  Jack 
Kemp,  Jack  Faris  of  the  National  Federation  of  Independent  Business,  and 
all  the  other  commissioners,  for  listening  to  the  American  people  on  this 
and  so  many  other  vital  issues  —  including  fairness  and  stability. 

Over  the  next  six  to  eight  weeks,  the  Subcommittee  will  be  traveling 
to  other  areas  of  the  country  ~  including  my  home  state  of  Washington  ~ 
to  listen  to  the  voice  of  small  and  family-owned  businesses  on  this  pivotal 
and  exciting  tax  debate. 
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Thank  you,  ladies  and  gentiemen,  for  joining  the  Subcommittee  on  Taxation  and  Finance 
of  the  House  Committee  on  Small  Business  today  to  help  determine  what  fundamental  tax 
changes  that  are  needed  to  ensure  the  success  of  American  entrepreneurs  and  small  business 
owners. 

Doing  business  in  America  shouldn't  have  to  be  so  hard.  However,  we  live  within  a  tax 
system  that  forces  us  to  spend  5.4  billion  hours  and  232  billion  dollars  every  year  in  compliance 
alone.  The  code  is  so  complex  and  infiltrates  so  much  economic  activity  that  business  decisions 
are  made  for  tax  avoidance  rather  than  for  productive  economic  reasons.  It's  time  for  American 
small  business  to  get  a  break. 

The  Republican-controlled  Congress,  which  had  promised  relief  in  the  Contract  with 
America,  has  delivered  on  that  promise  by  passing  the  Balanced  Budget  Act.  Most  of  us  know 
the  current  fate  of  this  legislation—it  was  vetoed  by  President  Clinton.  However,  the  spirit  of  this 
legislation  remains  and  we  are  fighting  to  incorporate  those  tax  relief  provisions  for  small 
business  and  individuals  into  a  bill  that  the  President  will  sign. 

The  Balanced  Budget  Act  contained  a  nimiber  of  measures  that  help  small  businesses  get 
off  the  ground,  expand,  and  create  new  jobs.  Investment  cannot  happen  without  capital,  and 
capital  will  not  be  freed  up  without  tax  relief  Our  bill  cuts  the  capital  gains  tax  rate  in  half  for 
individuals,  cuts  the  rate  to  14  percent  for  those  in  the  28  percent  tax  bracket,  and  lowers  the 
maximum  corporate  capital  gains  rate  from  35  percent  to  28  percent. 

The  inheritance  tax  makes  it  virtually  impossible  for  parents  to  pass  on  the  family 
business  or  farm  to  their  children.  The  Balanced  Budget  Act  would  help  keep  mom  and  pop 
shops  and  farms  in  the  family  by  increasing  the  inheritance  tax  exemption  from  $600,000  to 
$750,000  and  exempts  the  next  $1  million  of  family-owned  businesses  and  farms  from  the 
inheritance  tax.  The  next  $1 .5  million  is  then  reduced  by  50  percent. 
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Additional  measures  in  the  Balanced  Budget  Act  include  allowing  the  self-employed 
health  insurance  deduction  to  increase  to  50  percent  by  the  year  2002  and  increasing  the  limit  on 
equipment  expensing  from  $17,500  to  $25,000. 

A  common  theme  voiced  by  some  of  my  colleagues  across  the  aisle  is  that  tax  breaks  are 
only  for  the  rich.  An  IRS  analysis  of  1993  tax  returns  tells  me  a  different  story.  The  IRS  found 
that  77  percent  of  tax  returns  reporting  capital  gains  were  filed  by  taxpayers  with  incomes  less 
than  S  7 5. 000. 

This  leads  me  to  a  broader  point.  While  the  Balanced  Budget  Act  provides  significant  tax 
relief  to  small  business,  I  consider  it  a  temporary  means  to  a  dramatically  different  end.  Our  tax 
code  must  be  overhauled  and  simplified  before  American  business  is  thoroughly  stifled  by  layer 
upon  layer  of  tax  regulation.    I  believe  it  is  essential  that  our  tax  code  is  replaced  with  a  system 
based  on  fairness  and  simplicity.  For  that  reason,  I  have  introduced  McFlat. 

H.R.  1 780  or  McFlat  (the  'm'  stands  for  mortgage  and  the  'c'  stands  for  charitable),  is  a 
proposal  that  works  on  the  same  principle  of  a  pure  flat  tax.  It  contains  a  20  percent  flat  rate, 
taxes  only  income,  not  interest,  dividends  or  capital  gains.  McFlat  also  allows  for  individual, 
married  and  dependent  deductions.  However,  it  differs  from  a  pure  flat  tax  in  two  major  areas 
that  I  believe  are  essential  to  meaningful  tax  reform.  Under  a  McFlat  system,  individuals  and 
families  can  deduct  their  mortgage  interest  for  the  first  $  1 00,000  in  borrowing  and  deduct  all 
charitable  contributions. 

For  business  owners,  McFlat  means  that  they  are  not  taxed  for  wages,  direct  expenses, 
and  purchases.  All  revenue  is  taxed  only  once  at  the  20  percent  flat  rate.    Businesses  will  be 
allowed  to  expense  100  percent  of  the  cost  of  capital  formation,  including  purchases  of  capital 
equipment,  structures  and  land  in  the  year  in  which  the  investments  are  made  rather  than 
dragging  out  the  tax  benefits  for  those  investments  through  complicated  depreciation  schedules. 

Simplicity  is  one  of  the  key  elements  of  McFlat.  Individuals  and  businesses  vnll  fill  out 
a  postcard-size  form  with  ten  lines.  No  longer  will  American  taxpayers  have  to  spend  all  of  their 
time  and  money  on  compliance  with  I.R.S.  regulations.  The  twin  burdens  of  unnecessary 
bureaucracy  and  red  tape  will  finally  be  removed. 

It  is  well  known  that  the  U.S.  has  an  abysm.al  savings  rate.  This  savings  rate  has  a  direct 
and  chilling  relation  to  our  economic  growth.    In  order  to  create  the  capital  that  is  necessary  to 
future  U.S.  growth,  we  must  raise  our  levels  of  private  savings  and  investment.  Instead  of 
discouraging  savings  and  investment  by  taxing  the  interest  from  savings  accounts,  dividends  and 
capital  gains,  as  our  current  tax  system  does,  McFlat  removes  the  tax  on  growth  by  eliminating 
capital  gains  taxes  on  the  sale  of  investments.  With  the  implementation  of  McFlat,  businesses 
will  invest  more  because  they  will  be  allowed  to  expense  fully  all  sums  invested  in  new 
equipment  and  technology.  With  greater  investment  and  a  larger  pool  of  savings,  interest  rates 
and  the  costs  of  investment  will  also  drop,  generating  even  more  economic  growth. 
For  the  business  owner,  McFlat  taxes  revenue— minus  wages,  direct  expenses,  and  purchases—at 
the  20%  flat  rate.  Businesses  are  allowed  to  expense  100%  of  the  cost  of  capital  formation. 
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including  purchases  of  capital  equipment,  structures  and  land,  in  the  year  in  which  the 
investments  are  made. 

Although  McFlat  is  based  on  the  concept  of  a  pure  flat  tax,  it  retains  the  element  of 
progressivity  that  Americans  view  as  essential  to  fairness  in  an  income  tax  system.  In  fact,  the 
effective  rates  under  McFlat  will  range  from  0%  for  families  with  incomes  under  $30,000  to 
roughly  20%  for  the  highest  income  groups: 

I'm  sure  I'll  have  further  opportunity  to  discuss  McFlat  today  but  right  now  I  believe  it  is 
time  to  hear  from  our  witnesses  who  have  so  graciously  taken  the  time  to  participate  in  this 
hearing.  We've  tried  to  assemble  a  variety  of  business  owners,  policy  makers,  tax  advisors  and 
entrepreneurs  to  discuss  the  implications  of  broad  tax  reform.  I  am  looking  forward  to  what  they 
have  to  say. 
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Stnjggling  to  put  numbers  and  figures  to  the  effect  of  the  flat  tax  on  the  individual 
Realtor  is  not  in  my  capacity.  I  can  talk  about  the  effect  on  the  customers  and  clients  on  an 
individual  bases.  Let's  start  with  the  first  time  buyer  Mike,  getting  him  educated  to  the 
financial  factors  of  home  ownership  verses  renting  is  the  first  lesson.  Easing  the  individual 
into  the  sense  of  security  that  they  can  manage  the  responsibility  of  the  home  and  reap  the 
rewards  of  a  form  of  savings  (increase  of  the  equity)  takes  time  and  patience.  The  home 
mortgage  is  the  largest  form  of  savings  we  can  provide  the  public,  I  look  upon  it  as  a 
"forced"  savings  plan.  To  suddenly  change  the  playing  field  for  those  already  actively 
participating  would  be  devastating.  To  not  be  able  to  deduct  the  mortgage  interest  and 
property  tax  fi-om  earned  income  would  increase  the  taxable  income  the  individual  would 
be  required  to  pay.  resulting  in  reduced  spendable  cash.  Without  getting  Mike  into  the 
cycle  of  the  home  ownership  program,  we  miss  the  first  step  on  the  ladder.  There  are 
many  professions  and  businesses  affected  if  the  home  buying  cycle  is  curtailed.  (See  Table 
1) 

Kathy  and  Kevin  made  the  second  step,  selling  the  first  home.  We  were  able  to 
build  a  new  home,  more  than  doubled  the  mortgage,  yet  kept  the  payment  equal  to  or  less 
than  rent  due  to  the  reduction  of  the  mortgage  rate.  We  also  paid  off  most  of  their 
outstanding  debt  (i.e.  cars).  Without  the  increase  in  equity  we  would  have  been  stagnant  at 
this  point,  not  feeding  the  local  economy.  The  trickle  down  or  up  eflFect  would  not  have 
occurred  -  no  income  for  the  people  in  the  support  line  (See  Table  1 .  ). 

Now  let's  go  to  the  two  couples  recently  relocated  to  the  area  from  the  west  coast. 
David  and  Jan  came  fi^om  an  area  that  had  drastically  lost  value  in  the  home  market  and 
had  little  equity  to  purchase  on  this  end.  Without  low  down  payment  programs  this  couple 
would  have  had  to  return  to  the  renter  stage  and  continue  the  downward  spiral  of  lost 
savings.  We  are  now  in  the  process  of  evaluating  the  possibility  of  moving  up  and 
building  a  new  home  thus  again  feeding  the  local  economy.  With  each  move  up  the 
system  opens  the  door  for  another  to  grab  that  first  rung  of  the  ladder  to  home  ownership, 
community  responsibility  and  investment. 

Loren  and  Rhonda  came  with  a  little  equity  to  purchase  a  new  home  and  put 
some  fiinds  into  savings  Shortly  after  their  arrival  they  corresponded  with  old  neighbors 
and  found  they  may  have  been  the  last  to  seU  a  home  for  a  small  gain. ...  the  market  had 
dropped  drastically  due  to  a  poor  job  market.  Both  of  these  moves  involved  many  people 
on  both  ends  of  the  transaction  again  feeding  the  economy. 

Remember  the  housing  market  for  the  person  that  must  make  the  move  due  to  job 
change  is  not  one  of  choice.  I  personally  experienced  this  when  the  Air  Force  transferred 
my  husband  and  the  interest  rate  was  at  18%.  We  had  no  choice  but  to  move  and  take 
what  we  could  for  the  property. 
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The  cycle  continues  with  the  senior  citizen  who  has  had  their  home  paid  off  and  is 
living  on  a  fixed  income.  Eleanor  now  has  the  problem  of  wanting  to  down  size  but  the 
tax  burden  of  capital  gains,  the  lack  of  available  affordable  housing,  the  continual  increase 
in  property  tax,  and  the  home  maintenance  expenses  eat  at  the  little  income  she  has.  If  she 
chose  to  relocate,  she  leaves  the  security  of  the  knowledge  of  the  area  and  the  support 
system  both  medical  and  social.  A  flat  tax  with  the  property  tax  exemption  would  alleviate 
some  of  the  financial  strain.  Having  started  in  the  system  of  home  ownership  with  the  idea 
the  home  would  be  the  biggest  investment  (savings)  that  one  could  achieve  for  the  post 
W.W.II  working  class,  the  individual  dream  diminishes  with  each  tax  season. 

The  Agent  is  a  pivotal  point  of  the  local  community.  Without  our  ability  to  market 
a  community,  neighborhood,  or  business,  the  local  economy  starts  a  downward  spiral.  The 
overall  effects  of  the  lack  of  activity  in  the  housing  market  has  often  been  felt  with  just  the 
temporary  increase  in  interest  rates.  Though  the  experts  indicate  the  effect  of  the  flat  tax 
would  be  temporary,  the  recovery  period  for  the  housing  market  is  long  term. 

The  Realtor  is  one  professional  that  generates  money  into  the  economy  without  the 
guarantee  of  financial  return.  Our  marketing,  travel,  oflBce  supplies,  (etc.)  (1)  do  not  net 
an  income  on  a  regular  basis  and  (2)  are  not  always  profitable  per  transaction.  Without 
the  business  deduction  and  being  conservative.  Realtor  expenses  of  10%  would  in  effect 
add  to  the  Realtor's  taxable  income  resulting  in  less  spendable  cash  to  add  to  our  local 
economic  base.  (See  Table  1.) 

Talking  with  other  small  business  people,  the  initial  reactions  to  the  flat  tax  are 
tentatively  positive  on  the  personal  side  but  the  business  side  has  many  deep  concerns. 
Transacting  the  day  to  day  business  of  Real  Estate  involves  many  expenses  from  the 
phone  costs  to  the  use  of  the  car.  We  not  only  have  to  market  ourselves  but  the 
product(s).  A  small  business  just  could  not  survive  without  some  relief  for  the  expenses 
incurred.  The  average  property  advertising  runs  a  minimum  of  10%  of  the  potential  gross 
commission.  This  does  not  include  the  cost  of  the  use  and  maintenance  of  the  automobile 
which  is  the  primary  means  of  customer  and  business  transportation.  Neither  of  these  is 
guaranteed  to  be  a  covered  expense.  We  ac-  Realtors  run  on  faith  that  there  will  be  a 
check  at  the  end  of  the  transaction.  In  our  business,  most  agents  have  no  form  of  medical 
or  life  insurance,  nor  group/  individual  retirement  plan  unless  we  individually  establish  one. 
Currently  these  are  often  too  expensive  for  the  individual  Realtor. 

In  the  research  for  the  National  Association  of  Realtors*  the  following  is  a 
projected  efiFect  of  the  housing  market  as  a  result  of  a  Flat  Tax  intially  at  25%  with  no 
deductions: 

Existing  Single-Family  Home  Prices:  Because  of  he  loss  of  he  mortgage  interest 
and  property  tax  deductions,  the  average  home  price  would  be  9.4%  below  the  baseline 
inl996  and  15%  in  1997.  The  average  price  of  homes  would  continue  to  be  about  13% 
lower  than  the  baseline  between  2000  and  2005. 
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Existing  Single-Family  home  Sales:  The  loss  of  housing  incentives  would  produce 
a  sharp  and  immediate  reduction  in  housing  demand.  As  a  result,  existing  sales  would  fall 
19%  below  the  baseline  in  1996,  and  would  continue  to  be  below  the  base  kline  through 
the  year  2005. 

Single  -family  Housing  starts:  As  housing  demand  decreases  for  all  homes,  single- 
family  housing  starts  would  decrease  from  the  baseline  by  22%  in  1996... 

*  Residential  Real  Estate  Impacts  of  Flat  Tax  Legislation:  A  DRI/McGRaw-Hill  Analysis, 
May  1995 

I  have  more  questions  than  answers  concerning  a  Flat  Tax.  For  example,  is  there  to 
be  a  base  amount  that  everyone  is  not  going  to  pay  taxes  on?  Are  work  related  expenses 
to  be  deductable?  What  controls  would  be  implemented  to  monitor  and  check 
unsupportable  rises  in  the  flat  tax  rate  yearly,  because  changing  a  single  rate  is  easy?  In 
working  out  a  few  examples  (Table  A),  the  confusion  continues. 


Table  A  Flat  Tax  Comparison  -  Simplified  fTax  rate  schedule  -  married  filing  jointly) 


Case  A  -  Flat  Tax  based  on  no  baseline  deduction 

Flat  tax  rate  25%,  Current  Tax  rate  15%-3 1% 

Gross  Taxable  Allowable  Current  No  Deduction 

Income Expenses  Flat  Tax Tax Flat  Tax 

$100,000  $10,000  $22,500  $20,260  $25,000 

$27,000  $5,400  $5,400*  $3,200  $6,750 

$25,000  $0  $0**  $3,750  $6,250*** 

Note:  *If  for  $27,000  the  allowed  expaises  were  included  in  the  adjusted  gross  and  the 
minimum  taxable  income  is  over  $25,000,  then  no  taxes  would  be  owed. 

**If  the  minimum  taxable  income  is  over  $25,000,  then  no  taxes  would  be  owed. 

***If  all  income  is  taxable  income,  then  taxes  would  be  owed. 


Case  B  -  Flat  tax  based  on  $25.000  deduction  as  the  base 

Flat  tax  rate  25% 
Gross  Taxable 

Income Base  Deduction Flat  Tax 

$100,000  $25,000  $18,750 

$50,000  $25,000  $6,250 

$27,000  $25,000  $500 

$25,000  $25,000  $0 
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In  conclusion,  I  can  possibly  see  the  acceptance  of  an  individual  Flat  Tax  but  the 
mortgage  interest  deduction  should  be  continued.  Property  tax  is  another  issue  and  I 
would  like  to  see  this  elirainated  all  together 

Thank  you  for  allowing  me  to  present  my  personal  views  on  the  perceived  effect  of 
the  Flat  Tax  not  only  on  my  business  but  also  the  individual  home  owner. 
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Table  1  Listing  of  affected  professions  related  to  Real  Estate 


Builders 

Title  Officers 

Insurance  Agents 

Property  Tax  Processors 

Meter  Readers 

Heavy  Equipment  Workers 

Secretaries 

Phone  Service 

Auto  Dealers 

Gas  Stations 

Delivery  Services 

Carpenters 


Architects 

Plumbers 

Electricians 

Carpet  Installers  and  Retailers 

Painter  sAVallpaper/Decorators 

Masons 

Roofers 

Landscapers 

Light  Centers 

Appliance  Sales 

Bankers 

Loan  Officers 
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Madam  Chairwoman,  Congressman  Souder,  Distinguished  Members  of  the  Committee 
on  Small  Business,  I  would  like  to  thank  you  for  the  opportunity  to  address  and  offer 
suggestions  on  various  tax  issues  that  confront  small  business.  Of  the  eleven  tax  issues 
identified  at  the  national  level  of  the  White  House  Conference  on  Small  Business,  there 
are  four  the  Indiana  delegation  identified  as  most  critical: 

NORA  #214  -  Recent  changes  in  tax  laws  disallow  50%  of  expenditures  for  meals 
and  entertainment. 

The  process  of  building  partnerships  with  customers  is  essential  to  the 
success  of  many  medium  sized  as  well  as  small  businesses  and  an  important 
part  of  building  these  partnerships  is  entertaining  these  customers.  Therefore, 
the  tax  law  limiting  the  deduction  of  customer  entertainment  to  50%  unfairly 
penalizes  medium  sized  as  well  as  small  businesses.    Also,  the  law  that 
eliminates  the  deduction  for  dues  for  memberships  to  clubs  organized  for 
business,  pleasure,  recreation,  or  other  social  purposes  unfairly  penalizes 
small  and  medium  sized  business.  Expenses  for  the  entertainment  of 
customers  should  be  made  100%  deductible.  Also,  club  dues  a  business  can 
demonstrate  are  for  business  purposes  should  also  be  made  100% 
deductible. 


NORA  #224  -  The  definition  of  an  independent  contractor  needs  to  be  clarified 
and  simplified.  The  20  factor  test  is  too  subjective.  The  number  of  relative  factors 
should  be  narrowed  and  simplified  with  more  definition  guidelines  for 
implementation. 

The  IRS  is  given  too  much  control  over  judging  the  distinction  between 
employees  and  independent  contractors.  I  think  the  guideline  should  be  if  one 
of  the  following  criteria  are  met:  (1)  realization  of  profit  or  loss;  (2)  separate 
principle  place  of  business  (even  if  it's  the  subcontractor's  home);  and  (3) 
making  services  available  to  the  general  public.  I  do  not  think  the  independent 
contractor  should  be  judged  to  be  an  employee  because  there  is  not  a  written 
agreement.  Often  business  is  done  on  a  handshake  basis  and  the  fonmality  of 
a  written  agreement  is  burdensome  and  gets  in  the  way  of  getting  the  job 
done  on  time  and  profitably. 

After  an  intrusive,  extensive  IRS  audit  my  contracting  business  was  subjected  to 
which  focused  on  the  distinction  between  employees  and  independent 
contractors,  the  IRS  demanded  $270,000  in  taxes,  penalty  and  interest.  My 
controller  reviewed  the  IRS  findings  and  esfimated  that  we  owed  $60,000.  We 
then  offered  to  settle  for  $60,000.  The  IRS  refused.  We  proceeded  to  civil 
litigation.  The  IRS  filed  tax  liens  and  we  were  forced  to  post  a  bond.  After 
thousands  of  dollars  of  legal  and  accounting  work,  we  were  confident  we  were 
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going  to  win.  A  year  later,  a  week  before  trial,  the  IRS  agreed  to  settle  for 
$60,000. 

Safe  harbor  provisions  should  be  established  to  protect  the  hiring  businesses 
from  IRS  penalties  that  are  currently  being  assessed. 

The  IRS  should  eliminate  back  taxes  for  misclassification  when  1099"s  are  filed 
and  there  is  no  evidence  of  fraud. 

Congress  should  allow  employers  and  independent  contractors  to  provide  joint 
technical  and  especially  safety  training  without  jeopardy  of  reclassifying  the 
independent  contractor  as  an  employee. 

Changes  and  implementation  processes  should  be  formulated  by  a  joint 
committee  of  legislators  and  small  and  medium  sized  business  people. 


NCRA  #229  -  Congress  should  enact  legislation  that  replaces  the  present 
complicated  tax  system  with  a  simple  tax  for  both  individuals  and  businesses  that 
would  promote  a  fair  and  equitable  system  of  taxation,  encourage  greater  citizen 
participation  and  understanding  and  totally  abolish  the  present  system. 

The  present  income  tax  system  is  much  to  complicated  for  all  but  the  largest 
businesses  which  can  afford  to  have  large  professional  staffs  of  attorneys  and 
CPA's  to  analyze  the  tax  implications  of  each  business  decision  made.  The 
result  is  that  big  business  is  given  even  greater  advantage  of  small  to  mid- 
sized businesses  that  already  must  compete  without  the  economies  of  scale, 
the  deep  pocketbooks  and  the  strong  lobbying  groups  that  big  business  has. 
A  small  or  medium  sized  business  must  make  many  decisions,  guessing  on 
the  tax  consequences  or  by  simply  ignoring  them.  A  simple,  easy-to- 
understand  taxation  system  would  help  level  the  playing  field. 


NCRA  #385  -  Congress  and  the  President  need  to  enact  legislation  that  would 
provide  tax  equity  by  uniformly  applying  the  tax  law  to  all  forms  of  business 
including  Proprietorships,  Partnerships,  C  Corporations,  S  Corporations,  and 
Limited  Liability  companies.  This  should  include  tax  rates,  deductions  and 
exclusions.  Currently  small  to  medium  sized  businesses  are  at  a  disadvantage  in 
many  situations. 

All  forms  of  business  entities  should  be  allowed  to  take  100%  deductions  for 
medical  insurance  premiums,  dependent  care  and  other  fringe  benefits.  Currently 
these  benefits  are  not  deductible  by  self-employed  individuals,  partnerships,  S 
Corporations  and  Limited  Liability  companies  on  behalf  of  their  employees  who 
are  owners,  partners,  shareholders  or  members. 
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Many  business  people  realize  that  it  is  essential  for  key  employees  to  have  a 
stake  in  the  success  of  their  companies  by  owning  a  portion  of  the  business.  I 
have  four  key  employees  that  are  minority  stockholders  in  my  company  and  I 
anticipate  including  several  others  in  the  future.  It  is  not  equitable  that  these 
type  of  people  who  have  earned  a  stake  in  a  company  through  hard  work  and 
dedication  would  be  excluded  from  such  essential  benefits,  while  the  fringe 
benefits  are  excluded  from  the  incomes  of  employees  of  large  C  Corporations. 

The  tax  advantage  of  pension  plan  benefits  should  be  made  available  to  self- 
employed  individuals  and  employees  of  small  businesses  as  they  are  to 
employees  of  large  businesses. 

All  C  Corporations  should  be  taxed  using  the  same  tax  rate  schedule.  The  flat 
35%  tax  rate  for  qualified  personal  service  corporations  should  be  repealed. 


I  also  support  two  other  tax  issues  raised  that  the  national  level  that  were  not  singled  out 
by  the  Indiana  delegation: 

NORA  #233  -  Pemiit  tax  deductions  of  up  to  $250,000  for  the  purchase  of  new 
equipment.  This  legislation  would  help  encourage  investment  in  small  and 
medium  sized  businesses. 

NORA  #252  -  Require  2/3  super-majority  vote  of  Congress  to  raise  taxes.  It 
should  be  made  more  difficult  for  Congress  to  raise  taxes.  This  would  force 
Congress  to  manage  expenditures  rather  than  taking  the  easy  way  out  by  raising 
taxes.  It  is  time  the  govemment  is  forced  to  be  run  more  like  business.  Not  many 
businesses  would  be  successful  for  long  if  they  just  raised  their  selling  price  each 
time  they  went  overbudget  on  expenses,  or  each  time  the  economy  or  their 
market  was  reduced. 


Many  laws  already  exist  to  help  small  business,  but  penalizing  small  businesses  that 
have  been  successful  and  have  grown  to  be  too  large  to  be  protected  by  these  laws. 
Many  laws  currently  exist  that  assist  small  employers,  yet  impose  the  same 
requirements  on  medium  sized  businesses  the  same  as  large  businesses.  Examples  of 
these  laws  are  EPA  regulations,  OSHA  regulations,  ADA,  Family  and  Medical  Leave  Act 
and  ERISA  reporting  requirements  for  benefit  plans. 

Many  medium  sized  business  are  at  a  disadvantage  because  they  don't  have  a  lobbying 
voice,  which  the  small  businesses  have,  while  the  large  businesses  can  usually  get  the 
message  to  Congress.  I  respectfully  urge  you  not  to  pass  laws  that  encourage 
companies  to  stay  small,  penalizing  companies  for  growing  and  providing  new  jobs. 


22-775    96-6 
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My  company  started  out  very  small  and  has  grown,  but  90%  of  our  competition  is  small 
and  has  an  unfair  competitive  advantage  because  their  costs  are  lower  because  they 
are  not  restricted  as  much  by  government  requirements  and  paperwork 

Don't  encourage  businesses  to  be  unsuccessful,  reward  the  success  that  provides  new 
jobs,  grows  are  economy,  and  is  what  this  country  was  founded  on! 

IN  SUMMATION,  FREE  FREE  ENTERPRISE! 

Respectfully  Submitted 

Craig  S.  Hartman 
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In  the  long  run,  the  potential  growth  of  the  economy,  and  of  living  standards,  depends  on 
the  quantity  and  quality  of  labor  and  capital.  Yet  the  tax  system  has  become  increasingly  hostile 
to  work,  saving  and  entrepreneurial  risk: 

D  The  percentage  of  families  with  two  or  more  earners  dropped  from  58.2%  in  1989  to 

56.4%  in  1993. 

D  Annual  growth  in  the  labor  force  slowed  from  nearly  1  7%  in  the  eighties  to  0.8%  ever 

since.  Had  the  number  of  job  seekers  continued  to  increase  at  the  1981-89  pace,  the  labor 
force  would  now  be  almost  6%  larger  and  the  unemployment  rate  would  now  be  about  six 
points  higher  than  it  is  ~  at  least  1 1%. 

D  Measured  in  constant  1987  dollars,  personal  saving  in  the  third  quarter  of  last  year  was 

only  $174  billion  --  down  from  $244  billion  in  1984.  Investment  is  now  precariously 
dependent  on  an  inflow  of  foreign  capital,  leaving  the  economy  with  a  bad  choice  between 
a  huge  current  account  deficit  while  foreign  savers  and  central  banks  continue  to  bail  us 
out,  and  a  bumpy  landing  if  they  do  not. 

D  Growth  of  the  economy  slowed  from  3.8%  in  1983  to  1989  to  2.5%  in  the  precarious 

1991-96  "recovery."  In  the  long  run,  it  is  unlikely  that  the  increased   1993  tax  rates  will 
yield  as  much  revenue  as  the  much  lower  pre- 1990  tax  rates  did,  particularly  from  "the 
rich."' 

D  Median  family  income  rose  by  14%  from  1982  to  1989,  then  fell  7%  through  1993,  and 

will  still  be  substantially  lower  in  1996  than  it  was  seven  years  ago. 

n  Transfer  payments  accounted  for  16.9%  of  personal  income  in  1994,  up  from  14.3%  in 

1989.  The  share  of  income  coming  from  taxable  work  or  savings  declined 
proportionately. 

Individual  income  tax  rates  were  increased  in  1990,  at  great  political  cost  to  President 
Bush,  and  greatly  increased  once  again  in  1993,  at  great  political  cost  to  President  Clinton.  The 
highest  tax  rate  rose  from  28%  to  39.6%,  and  even  more  when  the  devious  scheme  of  phasing-out 
exemptions  and  deductions  is  taken  into  account.    After  these  so-called  "tax  increases,"  the 
individual  income  tax  had  fallen  to  9.3%  of  personal  income  by  1993  ~  down  from  10. 1%  in 
1988,  when  the  highest  tax  rate  was  still  28%.  How  is  that  possible?    Because  "taxable"  income 
dropped  to  only  43%  of  personal  income  in  1993  ~  down  from  51%  in  1988.  Federal  revenues 
from  the  individual  income  tax  fell  from  8.6%  of  GDP  in  1989  to  8.2%  in  1994. 

Measured  in  constant  dollars,  to  adjust  for  inflation,  overall  federal  tax  receipts  increased 
by  2.9%  a  year  -  in  real  terms  -  from  1980  to  1989.  From  1989  to  1994,  when  the  highest  tax 
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rate  was  increased  by  41%,  real  receipts  rose  by  only  1.4%  a  year.    So  long  as  the  government 
keeps  "raising  taxes"  that  way,  little  wonder  that  the  Treasury  is  going  broke 


In  public  hearings  around  the  country,  the  National  Commission  on  Economic  Growth  and 
Tax  Reform  heard  from  dozens  of  small  business  men  and  women.  Whether  we  were  hearing 
from  farmers  in  Omaha,  high-tech  entrepreneurs  in  Silicon  Valley,  or  restaurant  owners  in 
Harlem,  small  business  witnesses  were  virtually  unanimous  in  their  anger  about  the  burden  of 
complex  record  keeping  and  reporting,  and  their  hostility  toward  two  taxes  in  particular  —  the 
estate  tax  and  the  capital  gains  tax.  Farmers  told  us  they  could  not  sell  their  farms,  because  of  the 
capital  gains  tax,  or  give  them  away,  because  of  the  estate  tax. 

Several  increases  in  federal  tax  rates  have  fallen  particularly  hard  on  small  business  in 
recent  years:  The  1990  and  1993  increases  in  so-called  "individual"  income  tax  rates;  the  1986 
increase  in  the  capital  gains  tax;  the  1993  increase  in  both  corporate  and  individual  taxes  on 
dividends;  and  the  1993  increase  in  the  estate  tax.    The  capital  gains  and  estate  taxes  are  also  the 
source  of  much  unnecessary  tax  complexity,  as  are  the  arbitrary  depreciation  schedules,  the 
devious  phasing-out  of  deductions  and  exemptions  as  incomes  rise,  and  the  inexcusable 
alternative  minimum  tax. 

The  Commission  recommended  abolition  of  any  separate  tax  on  estates  or  capital  gains, 
and  abolition  of  the  troublesome  alternative  minimum  tax.  The  Commission  also  proposed 
integrating  business  and  individual  income  taxes  with  a  single  marginal  rate,  and  allowing  all 
capital  expenses  to  be  "expensed,"  just  like  other  costs. 

Rising  payroll  taxes  for  Social  Security  and  Medicare  are  also  a  growing  problem,  driving 
a  wedge  between  what  employers  actually  pay  for  an  hour  of  work,  and  what  is  left  in  the 
employee's  paycheck.  The  Commission  suggested  that  payroll  taxes  should  be  deductible  fi^om 
income  taxes,  to  minimize  the  combined  marginal  rate  of  the  two  taxes.^    More  fijndamental 
reforms,  which  would  allow  young  people  to  devote  a  portion  of  their  Social  Security  tax  to  a 
private  retirement  account,  should  be  considered. 

High  Marginal  Tax  Rates  and  Access  to  Capital 

Most  small  businesses  are  taxed  at  the  higher  tax  rates  now  applied  to  "persons"  than  to 
corporations.  Yet  a  business  income  of,  say,  $250,000  is  not  at  all  the  same  as  an  identical  salary, 
even  though  both  are  subjected  to  the  highest  tax  rate.  Business  income  must  not  only  reward  the 
owner-manager's  hard  work,  but  must  also  pay  a  competitive  return  on  the  capital  that  small 
business  owners  put  at  risk.  Steep  "personal"  tax  rates  confiscate  retained  earnings  that  many 
small  businesses  would  otherwise  reinvest  in  expanding  their  enterprises.  Steep  tax  rates  on 
capital  gains  compound  the  problem,  curbing  access  to  external  sources  of  equity  capital. 
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Shortly  after  the  1986  increase  in  the  capital  gains  tax,  Joseph  Stiglitz  wrote  that  "Since 
entrepreneurs  and  investors  in  high  technology  companies  typically  received  a  large  fraction  of 
their  returns  subject  to  capital  gains  taxation,  this  change  meant  that  high-technology  industries 
effectively  experienced  a  tax  increase."'    But  high-tech  industries  were  not  the  only  ones  injured. 

The  current  non-system  of  taxation  clearly  favors  business  debt  (which  is  tax-deductible) 
over  equity  (which  is  not)    This  puts  newer  and  smaller  firms  at  a  disadvantage  in  the  competition 
for  capital.  Newer  or  smaller  firms  are  generally  unable  to  raise  funds  by  issuing  commercial 
paper  or  bonds,  and  are  most  likely  to  pay  higher  bank  rates,  if  they  can  get  bank  loans  at  all.  To 
expand  to  the  stage  where  they  can  make  a  public  stock  offering,  new  firms  often  need  venture 
capital.  But  venture  capital  fijnding  has  diminished  and  become  far  less  venturesome  since  the 
capital  gains  tax  was  increased. 

The  capital  gains  tax  also  falls  heavily  on  real  property  owned  by  small  businesses, 
buildings  and  equipment.  Because  the  basis  of  such  property  has  not  been  indexed,  years  of 
compounded  inflation  can  easily  result  in  a  huge  tax  on  a  totally  illusory,  inflated  gain  if  a  small 
business  is  sold.    The  requirement  that  capital  losses  in  excess  of  $3000  can  only  be  deducted 
from  capital  gains  is  also  particularly  hard  on  small  businesses  whose  investments  are  typically 
not  diversified,  and  who  may  be  forced  to  sell  property  at  a  loss  during  hard  times  (with  no 
offsetting  gains). 

The  capital  gains  tax  fosters  excessive  leverage,  thwarts  saving,  holds  down  the  value  of 
taxed  assets,  diverts  venture  capital  into  tax-exempt  institutions,  and  hampers  the  mobility  and 
efficiency  of  capital  allocation.  In  all  these  ways,  and  more,  the  capital  gains  tax  weakens  the 
entire  economy  and  slows  the  growth  of  revenue  from  all  taxes,  not  merely  from  the  capital  gains 
tax  itself 

The  capital  gains  tax  is  not  a  tax  on  income  or  wealth,  but  a  transactions  tax  on 
transferring  the  title  to  property  from  one  taxpayer  to  another.  There  is  no  justification  for  double 
taxation  of  both  assets  and  the  income  produced  by  those  assets,  yet  that  is  precisely  what  a 
capital  gains  tax  does.*  When  a  firm  plows  back  profits  into  expansion,  the  resulting  increase  in 
earnings  will  be  taxed  later  —  when  it  is  earned.  Once  is  enough. 

To  end  the  double  taxation  of  dividends  but  not  the  double  taxation  of  capital  gains,  as 
some  tax  reform  plans  propose,  would  be  particularly  onerous  on  younger,  growing  companies 
that  are  reinvesting  their  earnings,  rather  than  paying  dividends. 

Robbing  Graves 

Once  a  modest  exemption  is  used  up,  marginal  estate  tax  rates  rise  from  37%  to  55%. 
These  brutal  tax  rates  obviously  discourage  building  an  estate  larger  than  the  exempt  amount. 
They  punish  those  who  invest  time  and  money  in  raising  the  value  of  their  business,  encouraging 
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premature  retirement  and  discouraging  capital  accumulation    Many  heirs  now  wind  up  having  to 
sell  the  family  business  just  to  pay  the  estate  tax. 

The  death  tax  falls  more  heavily  on  small  business  than  on  individual  investors,  because 
"estate  planning"  (not  to  mention  tax  evasion)  is  very  difficult  with  highly  visible  fixed  assets  that 
cannot  easily  be  divided  into  annual  gifts  of  less  than  $10,000  per  year  to  children  during  life. 
Donating  property  to  tax-exempt  charities  is  also  a  far  less  useful  escape  route  for  small 
businesses,  because  the  owners  hope  to  leave  the  business  in  the  family. 

In  a  classic  1978  essay,  "Notes  on  the  Estate  Tax,"  CEA  Chairman  Joe  Stiglitz  explained 
that  the  estate  tax  ~  by  making  capital  artificially  scarce  relative  to  labor  —  hurts  workers  much 
more  than  owners  of  capital: 

The  estate  tax  may  reduce  savings;  the  reduction  in  savings  and  capital 
accumulation  will,  in  the  long  run,  lead  to  a  lower  capital  labor  ratio;  and  the  lower 
capital  labor  ratio  will  .  .    lead  to  and  increase  in  the  share  of  [national  income 
going  to]  capital .  .  .  [which]  may  increase  the  total  inequality  of  income.' 

Tax-induced  capital  scarcity  raises  the  value  of  capital,  but  lowers  productivity  and  real  wages, 
and  therefore  widens  the  gap  between  rich  and  poor.  The  before-lax  return  to  capital  and  skill 
rises  to  compensate  for  such  taxes.  But  workers  are  left  with  less  capital  —  fewer  and  inferior 
tools.  Capital  taxes  cause  stagnation  in  real  output  per  worker  (productivity)  and  in  real  income 
per  worker  (real  wages).  This  same  argument  applies  to  capital  gains  taxes,  and  to  high  marginal 
income  tax  rates  on  the  rewards  to  time  and  tuition  invested  in  human  capital. 

Although  the  estate  tax  appears  to  raise  a  mere  1%  of  federal  revenues,  it  probably  raises 
zero  or  less  after  taking  account  of  the  impact  on  ordinary  income  tax  receipts  of  costly  "estate 
planning"  strategies.  The  estate  tax  encourages  people  to  transfer  assets  to  heirs  in  low  tax 
brackets  for  many  years  before  death,  and  also  to  transfer  assets  to  tax-exempt  foundations  or 
charities.    In  testimony  before  the  commission,  Douglas  Bernheim  of  Stanford  University 
estimated  that  the  estate  tax  may  well  lose  more  in  income  tax,  over  many  years,  than  it  gets  back 
at  death.*    The  commission  recommended  that  the  estate  tax  be  abolished,  because  savers  have 
already  saved  out  of  after-tax  income  and  also  paid  business  taxes  on  profits.    Ending  the  estate 
tax  would  greatly  improve  incentives  for  older  people  to  keep  working,  saving,  and  building  their 
businesses. 

In  summary,  high  marginal  tax  rates  on  personal  income,  dividends,  capital  gains  and 
estates  do  maximum  damage  to  the  economy  in  exchange  for  little  or  no  lasting  increase  in  real 
federal  revenues.  The  current  tax  system  is  not  a  viable  option.    It  can  and  must  be  scrapped  and 
rebuilt  in  ways  that  do  far  less  damage  to  the  economy. 
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Good  morning  Chairwoman  Smith  and  other  distinguished  members  of  the 
subcommittee.  It  is  an  honor  to  appear  before  you  today.  I  work  as  a  CPA  in  the  tax 
department  of  a  regional  accounting  firm.  Each  day  I  have  the  opportunity  to  counsel  my 
clients  on  complying  with  the  tax  law  and  to  assist  them  in  tax  planning  for  their  benefit. 

As  small  business  owners,  each  decision  they  make  has  a  significant  and  direct  impact  on 
them  professionally,  personally  and  economically.  I  take  great  pride  when  I  see  their 
faces  brighten  with  excitement  at  a  planning  opportunity  to  save  taxes.  You  can  almost 
see  the  wheels  turning  in  the  minds  of  these  entrepreneurs  as  they  think  of  ideas  for 
enhancing  their  businesses  with  this  new  found  wealth.  However,  many  times  I  see 
disappointment  when  one  of  their  innovative  ideas  is  crushed  by  the  tax  cost  associated 
with  it. 

The  part  that  I  find  fiiistrating  is  that  I  am  dealing  with  the  tax  law  after  the  fact.  My  tools 
are  lunited  to  those  words  contained  in  the  pages  of  the  Internal  Revenue  Code.  With  the 
current  passion  for  chcmge  it  is  obvious  that  many  others  must  feel  this  same  finstration. 
That  is  why  I  welcome  this  opportunity  to  have  an  impact  at  the  inception  of  this  process 
to  reform  our  present  tax  system  today  and  to  transform  our  tax  system  for  the  next 
century. 

OVERVIEW 

Albert  Einstein  once  said,  "The  hardest  thing  in  the  world  to  understand  is  the  income 
tax.  "  Perhaps  if  he  had  understood  the  theory  of  taxation  he  would  not  have  found  the 
income  tax  law  so  bewildering.  The  theory  of  taxation  is: 

•  All  income  is  taxable,  unless  specifically  exempted  by  the  Code. 

•  No  deductions  are  permitted  unless  specifically  allowed  by  the  Code. 

With  these  two  axioms  the  tax  law  may  appear  to  contain  some  logic.  The  confiision 
seems  to  come  firom  the  specific  exemptions  of  income  and  allowance  of  deductions.  To 
understand  why  these  exemptions  and  deductions  exist  one  must  examine  the  purpose  of 
taxes.  It  is  naive  to  assume  that  the  only  purpose  of  the  tax  law  is  to  raise  revenues  for 
our  government.  The  rules  contained  in  our  tax  Code  serve  many  purposes,  including: 

•  Raising  revenue  for  our  government. 

•  Providing  economic  incentives  for  our  country. 

•  Encouraging  social  objectives  for  our  society. 

Those  who  grasp  the  theory  of  taxation  and  understand  the  purpose  of  taxes  are  in  a 
position  to  analyze  our  tax  law,  present  and  proposed.  When  smalyzing  a  provision  of 
the  tax  law  it  is  necessary  to  answer  three  questions: 

•  What  does  the  rule  of  the  law  say? 

•  What  is  the  history  behind  the  rule? 

•  Does  the  rule  accomplish  its  original  goal? 
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An  easy  way  to  bring  together  the  theory  of  taxation,  the  purpose  of  taxes,  and  the 
cinalysis  of  a  tax  provision  is  to  look  at  the  marriage  penalty.  The  rule  says  that  a  married 
couple  is  allowed  a  standard  deduction  of  $6,700  while  a  single  individual  is  allowed  a 
standard  deduction  of  $4,000.  Under  the  theory  of  taxation  a  deduction  is  being 
specifically  allowed  for  the  social  purpose  of  assessing  taxes  based  on  an  ability  to  pay. 

By  looking  at  the  history  behind  the  rule  one  can  perceive  why  a  marriage  penalty  exists. 
Imagine  the  family  in  the  1950's  sitcom  "Leave  it  to  Beaver.  "  Ward  Cleaver  was  the  sole 
wage  earner  for  the  family  while  the  housewife  June  stayed  at  home.  Ward's  ability  to 
pay  tax  was  lower  when  he  was  responsible  for  an  entire  household  than  if  he  had  been  a 
bachelor.  The  difference  in  the  standard  deduction  was  an  equalizer  and  may  have  been 
perceived  as  a  marriage  bonus. 

Out  of  economic  necessity  many  families  today  find  that  both  spouses  must  work  in  order 
to  make  ends  meet.  As  a  result  the  goal  behind  the  difference  in  the  standard  deduction  is 
no  longer  met.  However,  attempts  to  modify  the  rule  to  maintain  the  social  objective  is 
contrary  to  the  revenue  raising  purpose  of  taxes. 

Finally  one  must  remember  that  the  administration  of  our  tax  system  is  based  on 
voluntary  compliance.  Although  it  may  seem  as  though  they  are  coerced,  millions  of 
taxpayers  reluctantly  pour  through  instruction  booklets,  fill  in  little  boxes,  write  checks 
and  lick  stamps.  For  this  volunteer  spirit  to  continue  it  is  of  utmost  importance  that  our 
tax  system  be  simple,  fair  and  consistent. 

The  Kemp  Commission  addressed  each  of  these  concepts  in  its  Six  Points  of  Principle. 
By  keeping  in  mind  the  interplay  of  the  theory  of  taxation  and  ths  purpose  of  taxes  the 
debate  can  become  more  focused  on  accomplishing  the  individual  goals  of  tax  reform. 

TAX  REFORM  TODAY 

Several  key  issues  impacting  small  businesses  have  surfaced  during  the  balanced  budget 
debate.  One  can  analyze  these  by  looking  at  legislation  that  has  come  out  of  Congress 
during  1995.  Although  other  changes  may  be  necessary  or  beneficial  the  following  wall 
focus  on  the  current  proposals. 

Capital  Gains  Provisions 

The  starting  point  for  any  small  business  is  the  spark  that  is  needed  to  start  the  fire.  Many 
individuals  have  thought  of  that  innovative  idea  needed  to  spark  the  fire.  However, 
without  fuel  for  the  fire  that  idea  will  quickly  die.  If  our  small  busmesses  are  to  succeed 
they  need  adequate  capital. 

The  change  that  permits  a  50%  deduction  for  net  capital  gains  certainly  provides  an 
incentive  for  investors  to  infiise  capital  into  our  economy  by  providing  them  a  tax 
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incentive.  Use  of  a  50%  deduction  rather  than  an  alternative  capital  gains  tax  rate  (28% 
presently)  encourages  individuals  at  all  tax  brackets  to  become  investors. 

As  capital  is  infused  into  our  economy  it  is  important  that  incentives  exist  to  direct  it 
towards  small  business.  The  Revenue  Reconciliation  Act  of  1993  provided  this  incentive 
by  excluding  50%  of  the  gain  on  the  sale  of  small  business  stock  that  is  held  for  at 
least  five  years.  By  maintaining  this  exclusion  along  with  enacting  the  50%  deduction  an 
investor  in  a  small  business  is  only  taxed  on  25%  of  the  gain.  To  be  a  truly  effective 
incentive  this  exclusion  needs  to  cover  all  forms  of  investment  in  small  businesses  rather 
than  being  limited  to  C  corporations.  Most  of  my  small  business  clients  operate  as 
partnerships  or  S  corporations. 

No  one  makes  an  investment  with  the  intention  of  losing  money,  but  the  survival  rate  of 
start-up  business  enterprises  is  low.  Along  with  the  50%)  deduction  for  capital  gains 
comes  the  requirement  that  two  dollars  of  capital  loss  would  be  needed  to  offset  one 
dollar  of  ordinary  income.  This  change  in  capital  loss  treatment  is  consistent  with  the 
incentive  for  capital  gains.  The  present  law  provides  the  necessary  incentives  for  losses 
on  small  business  stock  in  IRC  §1244.  It  permits  up  to  $100,000  of  such  losses  to  be 
treated  as  ordinary  losses  which  can  offset  ordinary  income  dollar  for  dollar. 

Part  of  the  desire  for  the  change  in  our  present  tax  system  is  its  complexity.  The  indexing 
of  capital  gains  for  inflation  certainly  introduces  a  new  level  of  complexity  into  the  tax 
code.  While  everyone  likes  the  opportunity  to  reduce  their  taxes,  this  provision  may  not 
be  worth  the  related  compliance  cost.  Compare  this  provision  to  the  NCRS  (neutral  cost 
recovery  system)  which  was  contained  in  the  Contract  with  America  legislation.  NCRS 
would  have  indexed  depreciation  deductions  for  inflation.  Due  to  lack  of  support  this 
provision  has  disappeared.  Is  it  really  necessary  to  index  capital  gains  for  inflation? 

Cost  Recovery  Provisions 

The  premise  behind  depreciation  is  that  it  is  merely  a  mechanical  way  of  allocating  the 
cost  of  property  to  match  the  revenue  it  produces.  Depreciation  deductions  are  not 
necessarily  designed  to  reflect  any  decline  in  value  from  year  to  year.  I  am  reminded  of 
this  when  I  look  out  my  window  at  the  building  next  door  that  has  been  owned  by  several 
different  businesses  during  the  past  decade.  The  building  has  appreciated  in  value  as  each 
owner  paid  more  than  his  predecessor.  Each  owner  has  used  varying  lives  for 
depreciation  as  mandated  by  Congress  (15,  18,  19,  31 V2,  and  39  years). 

Allowing  a  lessor  to  deduct  the  costs  of  leasehold  improvements  when  irrevocably 
disposed  of  is  consistent  wdth  the  concept  of  matching  costs  to  revenues.  Those 
improvements  will  no  longer  generate  any  revenue  and  whatever  costs  have  not  been 
deducted  in  the  past  should  create  a  loss  for  the  lessor.  The  need  for  this  change  results 
from  a  lack  of  clarity  in  the  relative  code  sections  and  the  varying  interpretations  by 
taxpayers,  the  IRS  and  the  courts. 


167 


Increasing  the  expensing  allowance  (IRC  §179)  for  small  businesses  serves  a  twofold 
purpose.  First,  for  many  small  businesses  using  the  expensing  allowance  eliminates  the 
need  to  maintain  depreciation  schedules.  While  we  CPA's  may  find  great  pleasure  in  our 
ledger  sheets  or  sophisticated  computer  programs,  normal  business  people  find 
maintaining  depreciation  schedules  to  be  tedious  and  complex.  An  adequate  expensing 
allowance  removes  the  complexity. 

Second  is  the  small  business's  ability  to  finance  its  property  acquisitions.  If  a  small 
business  needs  to  purchase  equipment  to  expand  its  operations,  it  normally  must  pay  for  it 
with  after  tax  dollars.  The  business  must  earn  a  $30,000  profit  to  generate  the  necessary 
$20,000  after  taxes  to  acquire  the  equipment.  It  then  depreciates  the  $20,000  cost  over  5 
to  7  years.  With  an  adequate  expensing  allowance  the  business  can  earn  a  $20,000  profit, 
offset  currently  with  the  expensing  allowance  and  have  the  fiill  $20,000  available  to 
invest  in  its  business  assets. 

The  expensing  allowance  must  maintain  pace  with  inflation  in  order  to  meet  both  goals. 

Home  Office  Deduction 

For  most  businesses  "there  shall  be  allowed  as  a  deduction  all  the  ordinary  and 
necessary  expenses  paid  or  incurred  during  the  taxable  year  in  carrying  on  any  trade  or 
business.  "  We  seem  to  impose  a  higher  standard  on  small  businesses,  while  IBM, 
General  Motors  and  thousands  of  other  businesses  need  only  meet  the  ordinary  and 
necessary  threshold  to  deduct  their  office  expenses. 

The  place  where  administrative  and  management  activities  of  a  business  are  conducted 
must  be  included  in  the  definition  of  the  principal  place  of  business.  It  is  poor  business 
judgment  to  enter  into  a  tax  deductible  lease  for  separate  office  space  when  taxpayers  are 
able  to  segregate  a  portion  of  their  homes  for  exclusive  use  of  their  small  business.  Yet 
our  tax  code  seems  to  encourage  this  poor  business  decision  by  providing  an  incentive  to 
incur  additional  uimecessary  costs. 

Many  businesses  have  found  a  way  to  reduce  their  overall  occupancy  costs  by  arranging 
to  have  their  workers  telecommute.  A  local  CPA  firm  featured  in  the  December  Journal 
of  Accountancy  no  longer  has  a  traditional  office.  Telecommuting  is  also  an  important 
incentive  in  attracting  many  employees.  Truly  innovative  business  people  do  not  wait  on 
the  tax  code  to  use  all  of  the  technology  available  to  them.  However,  the  tax  code  must 
strive  to  keep  pace  with  the  changing  business  environment. 

Alternative  Minimum  Tax  (AMT) 

As  originally  enacted,  the  AMT  was  designed  to  ensure  that  every  taxpayer  with 
substantial  economic  income  pays  a  meaningful  amoimt  of  tax,  regardless  of  how  many 
tax  incentives  and  other  tax  allowances  the  taxpayer  might  utilize.  It  was  designed  to 
ensure  that  each  taxpayer  was  paying  its  fair  share  of  the  tax  burden.  This  perception 
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of  fairness  that  is  necessary  in  our  system  of  voluntary  compliance  did  not  exist  when 
regular  taxpayers  read  articles  that  XYZ  Company  made  a  zillion  dollars  and  paid  no 
income  taxes. 

An  increasing  number  of  taxpayers  have  become  subject  to  AMT  in  recent  years.  This  is 
the  result  of  the  AMT  depreciation  adjustment  and  the  narrowing  of  the  margin  between 
the  AMT  rates  and  the  regular  tax  rates. 

The  AMT  is  no  longer  perceived  as  an  equalizer  for  XYZ  Company's  creative  tax 
planning.  Now  that  a  significant  number  of  taxpayers  are  paying  this  additional  tax  on  top 
of  their  regular  tax  the  AMT  is  seen  as  unfair.  The  repeal  of  the  AMT  depreciation 
adjustment  will  allow  many  taxpayers  to  escape  the  reaches  of  AMT. 

Health  Insurance  Expenses 

Currently  only  30%  of  the  amoimt  paid  for  health  insurance  of  self-employed 

individuals  is  deductible.  Proposed  legislation  would  gradually  raise  this  percentage  over 
a  six  year  period  to  50%.  It  seems  unfair  that  this  one  group  of  taxpayers  is  singled  out 
for  a  lower  deduction  than  other  taxpayers. 

Estate  Taxes 

Most  small  business  owners  have  such  confidence  in  and  passion  for  their  company  that 
nearly  all  of  their  assets  are  invested  in  that  business.  Upon  death  this  can  create  a 
significant  problem  because  in  order  to  pay  the  estate  taxes  it  may  be  necessary  to 
liquidate  the  business.  In  addition  to  losing  the  driving  force  behind  the  business  its 
employees  may  also  end  up  losing  their  jobs. 

Proposed  legislation  allows  the  exclusion  of  up  to  $1.75  million  of  a  qualifying  family- 
owned  business  interest  fi-om  the  estate  of  the  decedent.  This  exclusion  is  important  to 
the  family  and  to  the  employees  and  customers  of  the  business.  It  could  be  the  difference 
between  the  continuation  of  a  thriving  small  business  and  a  closed  storefront. 

S  Corporation  Simplification 

Over  half  of  my  small  business  clients  operate  as  S  Corporations  and  the  expanded 
flexibility  as  to  the  number  and  type  of  shareholders  allows  them  greater  opportunities  to 
obtain  capital. 

Pension  Simplification 

There  are  a  number  of  provisions  which  simplify  the  application  of  the  pension  rules 

for  small  businesses.  These  changes  have  the  goal  of  increasing  the  number  of  employers 
with  retirement  plans  and  certainly  ease  the  compliance  burden  for  those  who  have  plans. 
However,  one  of  the  main  reasons  for  the  lack  of  plans  is  the  cost  to  fimd  employees 
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pensions  as  related  to  the  benefit  that  the  owner  realizes.  When  the  eligible  compensation 
was  lowered  to  $150,000  in  1993,  the  cost  of  funding  employee  pensions,  in  order  for  the 
owner  to  maintain  the  same  contribution,  nearly  doubled. 

A  TAX  SYSTEM  FOR  TOMORROW 

The  National  Commission  on  Economic  Growth  and  Tax  Reform,  also  known  as  the 
Kemp  Commission,  released  its  report  Unleashing  America 's  Potential:  A  pro-growth, 
pro-family  tax  system  for  the  21st  century.  The  report  proposes  a  set  of  standards  that  any 
new  plan  must  meet  and  a  set  of  key  recommendations  that  any  new  system  should 
follow.  These  working  principles  and  core  recommendations  are  embodied  in  the  reports 
Tax  Test: 

Six  Points  of  Principle 

•  Economic  growth  through  incentives  to  work,  save,  and  invest. 

•  Fairness  for  all  taxpayers. 

•  Simplicity  so  that  anyone  can  figure  it  out. 

•  Neutrality  that  lets  people  and  not  government  make  choices. 

•  Visibility  to  let  people  know  the  cost  of  government. 

•  Stability  so  people  can  plan  for  the  future. 

Six  Points  of  Policy 

•  A  single  tax  rate. 

•  A  generous  personal  exemption  to  remove  the  burden  on  those  least  able  to 
pay. 

•  Lower  tax  rates  for  America's  families. 

•  Payroll  tax  deductibility  for  workers. 

•  Ending  biases  against  working,  saving,  and  investment. 

•  Making  the  new  tax  system  hard  to  change. 

I  congratulate  the  members  of  the  Commission  and  all  those  who  assisted  on  the  depth  of 
thought  and  imderstanding  that  went  into  preparing  the  report.  Although  I  have  a  vested 
interest  in  the  current  tax  system,  I  also  know  first  hand  of  the  plethora  of  loopholes, 
errors,  complexities  and  injustices  contained  in  the  present  tax  code.  While  the  concerns 
that  I  express  may  have  a  negative  tone,  I  embrace  many  of  the  recommendations 
made  by  the  commission  and  support  the  overall  spirit  of  the  report. 

The  report  quotes  a  number  of  famous  people,  but  more  importantly  it  contains  the 
comments,  fears,  frustrations,  and  concerns  of  the  taxpayers.  These  voices  caimot 
continue  to  be  ignored  by  those  in  Congress.  However,  the  desire  to  cast  away  the  old 
broken  system  does  not  automatically  lead  to  embracing  the  new  and  unknown.  No  one 
questions  that  our  current  health  care  system  has  problems,  but  the  Health  Security  Act 
seems  to  have  died  a  silent  death. 
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Also  the  report  is  careful  not  to  embrace  any  of  the  current  proposals,  nor  recommend  any 
specific  course  of  action  and  instead  focuses  on  how  to  evaluate  those  proposals.  In 

addition  the  report  notes  that  the  transition  from  the  present  tax  system  to  a  new  system 
will  be  important  and  complicated.  The  Commission's  members  are  adamant  in  their 
belief  that  the  current  tax  code  cannot  be  revised,  should  not  be  reinvented,  and  must  not 
be  retained. 

The  report  indicates  that  the  tax  system  must  be  fair  for  all  taxpayers.  However  fairness  is 
not  a  concept  that  can  be  legislated,  but  is  instead  based  on  perceptions.  As  part  of  its 
economic  incentives  the  report  indicates  that  investment  returns  may  be  exempted  from 
tax.  Imagine  the  perceived  fairness  from  the  perspective  of  the  small  business  person 
who  is  working  a  50,  60  or  70  hour  plus  week.  She  is  paying  taxes  at  a  single  low  tax 
rate.  While  working  at  her  desk  in  her  home  office  she  looks  out  the  window  and  sees  her 
neighbor  sitting  on  his  deck.  Her  neighbor  does  not  pay  any  taxes  because  he  inherited  his 
wealth  and  lives  off  of  the  nontaxable  gains  from  investments.  Is  this  fairness  for  all 
taxpayers? 

Another  Commission  recommendation  is  that  payroll  taxes  be  fully  deductible.  Many 
employers  pay  more  in  payroll  taxes  than  they  do  in  federal  income  taxes.  These  taxes  are 
seen  as  an  obstacle  to  hiring  more  workers  and  are  particularly  burdensome  on  small 
businesses.  Since  the  tax  system  is  being  reformed,  then  perhaps  these  taxes  can  be 
eliminated  and  the  government  revenue  maintained  through  the  determination  of  the 
appropriate  tax  rate. 

A  two-thirds  majority  vote  in  Congress  would  be  needed  to  raise  the  tax  rate.  However, 
it  is  not  just  the  rate  which  Congress  tinkers  with  all  of  the  time.  Making  the  rate  hard  to 
change  but  leaving  the  rest  of  the  new  tax  code  subject  to  change  will  simply  lead  to 
another  document  like  our  present  tax  code.  Yet  as  we  embark  on  this  new  adventure 
based  on  theories  £ind  estimates  we  need  the  flexibility  to  adapt  and  fine  tune  the  new 
system. 

The  area  that  will  require  the  most  significant  attention  will  be  the  transition  issues. 
Nearly  all  of  the  tax  system  alternatives  proposed  in  the  past  year  contain  a  section  on 
transition  that  is  either  blank  or  contains  vague  generalities.  This  is  one  of  the  areas  of 
greatest  concern  as  I  speak  to  business  groups  in  my  city.  Many  of  the  business  people  I 
deal  with  were  negatively  impacted  by  the  Tax  Reform  Act  of  1986.  It  caused  the  real 
estate  market  to  plummet  due  to  the  passive  activity  rules  and  the  doubling  of  the 
depreciable  lives  for  real  estate. 

Certainly  small  businesses  will  benefit  along  with  all  other  taxpayers  when  the  cost  of 
complying  with  the  tax  law  is  reduced.  However,  we  should  not  fool  ourselves  that  all  of 
those  cost  will  be  gone. 
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The  proposed  tax  system  provides  a  significant  incentive  to  invest.  As  details  are  fleshed 
out  it  will  be  necessary  to  determine  if  these  incentives  will  in  any  way  favor  small 
businesses. 

CONCLUSION 

As  we  analyze  the  current  tax  proposals  on  the  table  today  we  need  to  consider  whether 
they  fit  within  the  purposes  of  taxation  and  accomplish  their  goals.  When  we  evaluate  our 
tax  system  for  tomorrow  we  need  to  be  sure  that  '\X  passes  the  tax  test  recommended  by 
the  Kemp  Commission,  preferably  with  an  A+.  In  addition  any  proposal  must  adequately 
address  the  transition  to  a  new  tax  system. 

I  firmly  believe  that  the  fiiture  of  our  economy  is  linked  to  the  success  of  our  nation's 
small  businesses.  I  have  worked  directly  with  the  owners  of  these  entities  and  know  first 
hand  of  the  energy,  talent,  skills  and  creativity  they  possess.  As  I  watch  my  son  grow 
each  day,  I  see  all  of  these  same  attributes  in  a  bundle  waiting  for  the  opportunity  to 
explode. 

Untie  the  bundle.  Let  our  small  businesses  explode  and  fill  our  economy  with  all  of 
their  riches. 

Thank  you  for  the  opportunity  to  share  my  thoughts  on  our  tax  system.  Please  feel  fi-ee  to 
call  on  me  at  any  time  in  the  future. 
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The  title  of  this  hearing,  "Fundamental  Tax  Changes  Needed  to  Unleash  America's  Small 
Businesses"  implies  that  this  country's  small  businesses  are  shackled  by  the  current  Internal 
Revenue  Code.  Whether  it  is  that  the  current  system  does  not  encourage  capital 
investment  in  small  businesses  or  stifles  the  American  work  ethic,  we  have  consensus  on 
the  issue  that  changes  are  clearly  in  order.  One  may  also  infer  from  the  title  of  this  hearing 
that  these  changes  must  not  be  stop-gap  measures  but  wholesale  fixes—a  re-invention  of 
the  current  tax  code  to  bring  it  in  line  with  the  spirit  of  entrepeneurism,  the  incubation  of 
which  is  clearly  in  this  country's  best  interest. 

I  will  briefly  touch  on  the  changes  most  meaningful  to  the  Small  Business  Council  of  the 
Greater  Fort  Wayne  Chamber  of  Commerce,  the  Small  Business  Council  of  the  Indiana 
State  Chamber  of  Commerce,  and  to  me  as  a  small  business  owner.  Though  I  am  not 
presumptuous  enough  to  assume  that  I  speak  on  behalf  of  either  of  the  V-vo  Small  Business 
Councils  on  which  I  serve  in  this  state,  the  information  that  I  have  to  share  this  morning  IS 
the  result  of  my  probing  both  councils  for  input  and  the  sum-total  of  my  experience  of 
starting  and  running  a  now  7-year-old  small  business. 

Expanding  Tax  Incentives  for  Small  Bu.siness  Investment 

The  June  22,  1995,  Interim  Report  from  The  White  House  Conference  on  Small  Business 
addressed  a  variety  of  issues  of  concern  to  this  nation's  businessowners.  Specifically, 
Recommendation  No.  242  dealt  with  expanding  the  50%  capital  gains  exclusion  for  small 
business  investors  to  also  provide  a  front-end  tax  incentive  of  some  sort  for  these 
investors. 

In  May  of  1989  I  started  a  cellular  telephone  business  with  a  line  of  credit  from  a  local 
bank.  In  January  of  1990  I  moved  to  a  retail  location  and  added  a  service  department  in 
order  to  compete  effectively.  To  finance  this  expansion  I  sold  shares  of  stock  in  my 
company  to  an  investor.  In  the  fourth  quarter  of  1995, 1  grew  my  business  again  by 
contracting  with  a  regional  grocery  store  chain  to  sell  our  cellular  telephones.  Again,  I 
sold  shares  of  stock  to  an  investor. 

Though  I  started  my  business  with  conventional  bank  financing,  I  have  grown  it  through 
investor  capital.  This  nuance  is  key.  Although  shares  of  stock  in  publicly-traded 
companies  are  easily  sold  through  the  stock  maiicets,  shares  of  stock  in  most  privately- 
held  small  businesses  are  not  readily  marketable.  Without  some  sort  of  tax  incentive  for 
small  business  investment,  potential  investors  have  little  compunction  to  invest  in  small 
businesses. 

Augmenting  the  current  50%  capital  gains  exclusion  by  adding,  for  example,  a  10%  front- 
end  tax  incentive  encourages  small  business  investment  by  bringing  more  potential 
investors  to  the  table.  I  am  not  proposing  any  sort  of  disintermediation  of  capital  from  the 
stock  markets.  But  I  DO  understand  that  I  am  one  of  a  legion  of  aggressive  entrepeneurs 
periodically  in  need  of  capital  to  fuel  our  businesses  and,  as  such,  AA/ competing  for  a 
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finite  number  of  investor  dollars.  Therefore,  I  support  creative  tax  incentives  that  feed 
America's  small  businesses  the  capital  we  so  desperately  need  in  order  to  compete. 

Accelerating  the  Deprftciatinn  .SrhMule  for  T  .fji^iehnlri  Tmprnvpmpntc 

I  mentioned  earlier  the  conuact  I  recently  signed  with  a  regional  supermarket  chain.  This 
agreement  allowed  me  to  grow  fi-om  1  location  in  Fort  Wayne,  Indiana,  to  1 1  locations 
throughout  northeast  Indiana,  in  90  days.  This  marketing  arrangement  permits  us  to  set 
up  60  square-foot  sales  offices  within  each  grocery  store,  construction  costs  for  which  are 
just  over  $6,000  per  store. 

The  math  is  simple.  This  10-store  expansion  cost  me  $60,000,  which  depreciated  using 
the  straight-line  method  over  the  40  years  called  for  by  the  current  tax  code  results  in  only 
$1,500  per  year  in  savings.  If  the  Internal  Revenue  Code  permitted  only  a  7-year 
depreciation  of  the  $60,000  expansion,  the  $1,500  per  year  savings  jumps  to  over  $8,500 
per  year. 

I  am,  then,  proposing  an  acceleration  of  the  depreciation  schedule  for  leasehold 
improvements  to  more  closely  match  that  allowed,  for  example,  for  most  fixed  assets. 
Clearly,  this  change  encourages  entrepeneurial  growth  rather  than  restricts  it. 

Conclusion 

I  am  a  3 1 -year-old  college-educated  Afiican- American  male,  reared  in  suburban  America 
who,  after  starting  a  business  7  years  ago  with  1  employee  and  0  customers,  now  employs 
23  people  across  northeast  Indiana  and  has  a  customer  base  of  over  8,000,  and  who,  given 
my  country  club  membership,  C-class  Mercedes-Benz,  and  6,000-square-foot  home,  is 
now  enjoying  the  Suits  of  his  labor. 

I  spend  1  class  period  per  week  with  junior  or  senior  high  school  Afiican- American  males. 
I  ask  them  that  if  they  each  had  $2  billion  in  the  bank~i.e.  if  money  were  no  object-what 
they  would  do  with  their  time.  Some  want  to  play  sports.  Some  want  to  travel.  Others 
desire  to  volunteer  helping  others.  I  ask  this  question  because  it  gets  to  the  issue  of  what 
is  occupationally  meaningfiil  to  them.  I  then  encourage  them  to  literally  chase  their  career 
dreams  first  and  let  the  personal  income  take  care  of  itself 

Unless  the  Internal  Revenue  Code  is  conducive  to  such  dream-chasing,  I  am,  in  effect, 
lying  to  these  kids  about  the  prospect  of  the  fijture  (unless  they  are  as  fortunate  as  I  have 
been  in  business).  In  brief  I  am  excited   I  am  excited  about  the  entrepeneurial 
opportunity  I  exploited  some  7  years  ago  and  what  the  next  century  holds  for  me  and  my 
business.  I  am  excited  about  the  young  men  I  meet  with  each  week  who.  Lord  willing, 
will  be  the  next  generation  of  minority  entrepeneurs.  This  time  around,  though,  I  and  they 
will  hopefiilly  go  in  with  eyes  open  with  regard  to  how  restrictive  the  tax  code  is  to 
entrepeneurial  ideas. 
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And,  true,  though  I  may  be  making  it,  we  have  consensus  here,  I  believe,  that  wholesale 
changes  to  the  current  tax  code  ARE  necessary  in  order  to  encourage  others  to  work  hard 
and  get  their  piece  of  the  economic  pie.  That  point  is  not  at  issue  today.  What  IS  at  issue 
is  what  modifications  are  most  needed.  I  submit  to  this  subcommittee  this  morning  that  if 
you  will  begin  with  the  recommendations  I  have  made  during  this  testimony,  this 
subcommittee  will  take  initial  steps  that  are  meaningful  to  the  Small  Business  Council  of 
the  Greater  Fort  Wayne  Chamber  of  Commerce,  the  Small  Business  Council  of  the  Indiana 
Chamber  of  Commerce,  and,  last  and  certainly  least,  me. 

I  thank  you  all  for  the  opportunity  to  speak  before  you  this  morning  and  hope  that  the 
information  I  shared  was  both  clear  and  ^propriate. 
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TESTIMONY  TO  THE  SUBCOMMITTEE  ON  TAXATION  AND  FINANCE  COMMITTEE  ON 

SMALL  BUSINESS 
U.S.  HOUSE  OF  REPRESENTATIVES 


William  Styring  III 

Director,  Benjamin  Rogge  Chair  for  Public  Policy 
Indiana  Policy  Review  Foundation 
Indianapolis,  IN 

Good  morning.    My  name  is  Bill  Styring.    I  am  the  research  director  for  the  Indiana  Policy 
Review  Foundation.    IPRF  is  a  non-partisan  Indianapolis-based  "think  tank"  focusing  primarily 
on  state  and  local  public  policy  issues.   We  sometimes  examine  federal  policy  issues  if  they 
impact  heavily  on  Indiana.   The  debate  over  the  desirability  of  moving  to  a  "flat"  federal  income 
tax  is  one  of  those  issues. 

My  remarks  today  will  make  three  fX)ints. 

First,  the  present  federal  individual  income  tax  violates  every  principle  of  "good" 
taxation. 

Second,  because  of  quirks  in  the  Indiana  tax  code  (primarily  the  Corporate  Gross 
Income  Tax),  Indiana  is  heavily  populated  with  small  businesses  organized  as  "S"  Corporations 
where  income  is  "passed  through"   to  shareholders  and  taxed  under  the  personal  income  lax. 
The  federal  individual  income  tax  is  therefore  the  "corporate"  tax  for  a  disproportionately  large 
number  of  Indiana  small  business.  The  shortcomings  of  the  federal  personal  income  tax  are 
thus  of  particular  interest  to  Indiana  small  business. 

Third,  since  1963  Indiana  has  had  a  "flat  tax"  at  the  state  level.  Our  experience  has  been 
generally  favorable.    Since  1972,  there  has  been  no  serious  effort  by  members  of  either  political 
party  to  impose  a  graduated  rate  structure.   Small  businesses  in  Indiana  have  seldom 
complained  about  the  Indiana  personal  income  tax  as  being  a  barrier  to  economic  growth. 

I.   The  present  federal  personal  income  tax  violates  every  principle  of  "good"  taxation. 

It  would  be  hard  to  improve  on  the  four  maxims  of  taxation  set  forth  by  Adam  Smith  in 
The  Wealth  of  Nations:    Equality,  Certainty,  Convenience,  and  Economy  of  Collection,  i    Let's  see 
how  the  federal  income  tax  stacks  up  against  those  standards,  going  in  reverse  order. 

— Economy  of  Collection. 

The  present  federal  income  tax  clearly  fails  the  economy  of  collection  test. 

Smith  wrote,  "A  tax  may  either  take  out  or  keep  out  of  the  pockets  of  the  people  ...  in 
the  four  following  ways.   First,  the  levying  of  it  may  require  a  great  number  of  officers  ..." 
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Can  anyone  dispute  that  collecting  the  federal  income  tax  requires  a  "great  number  of 
officers,"  not  to  mention  the  5.1  billion  hours  of  time  required  each  year  to  comply? 

There  is  a  delightfully  illustrative— and  scary— calculation  plotting  the  uniformed  personnel 
strength  of  the  U.S.  Army  and  the  "uniformed"  personnel  strength  of  the  army  of  tax 
gatherers.2    Those  lines  crossed  in  1980.  The  "tax  army"  is  now  larger  than  the  U.S.  Army!! 

...  "by  subjecting  the  people  to  the  frequent  visits  and  the  odious  examination  of  the  tax- 
gatherers,  it  may  expose  them  to  much  unnecessary  trouble,  vexation  and  oppression"... 

Smith  wrote  those  words  in  1776.   Were  he  alive  today,  he  would  surely  have  an  IRS  audit 
in  mind! 

— Convenience. 

Smith  asserts,  "Every  tax  ought  to  be  levied  at  the  time,  or  in  the  manner,  in  which  it  is 
most  likely  to  be  convenient  for  the  contributor  to  pay  it." 

Can  anyone  contend  that  the  annual  rite  of  assembling  W-2's,  1099's,  charitable 
contribution  receipts  and  state  and  local  tax  records  around  the  kitchen  table,  all  to  feed  the 
maw  of  the  Form  1040,  is  "convenient'" 

— Certainty. 

"The  tax  which  each  individual  is  bound  to  pay  ought  to  be  certain,  and  not  arbitrary. 
The  time  of  payment,  the  manner  of  payment,  the  quantity  to  be  paid,  ought  all  be  clear  and 
plain  to  the  contributor,  and  to  every  other  person." 

Now,  I  am  supposed  to  be  a  tax  "expert"   I  still  do  my  own  federal  taxes.   Yet,  each  year  I 
am  increasingly  uncertain  that  perhaps  my  tax  calculations  might  be  wrong.   How  can  the 
average  citizen  have  any  confidence  that  the  amount  he/she-and  everyone  else-owes  is  certain? 

— ^Equality. 

"The  subjects  of  every  state  ought  to  contribute  towards  the  support  of  the  government, 
as  nearly  as  possible,  in  proportion  to  their  respective  abilities." 

Here  we  come  to  the  crux  of  the  argument  against  the  "flat  tax."  Higher  marginal 
statutory  rates  on  higher  incomes,  it  is  argued,  are  more  fair.   Smith  rejects  this  in  favor  of  a 
proportionality  concept.    However,  even  if  one  rejects  Smith's  argument,  the  current  tax 
system  is  no  bed  of  roses  even  for  those  who  prefer  a  "soak  the  rich"  graduated  rate 
philosophy. 

High  marginal  tax  rates  are  more  a  barrier  to  wealth  accumulation  (the  very  definition  of 
what  a  risk-taking  small  entrepreneur  is  about)  than  to  retaining  current  wealth.  The 
gazillionaire  can  invest  in  municipals,  hire  battalions  of  experts,  create  trusts,  and  generally  do  all 
manner  of  things  to  avoid  income  taxation.   High  nominal  marginal  tax  rates  are  thus  a  particular 
bother  to  small  business. 

On  no  count-Equality,  Certainty,  Convenience  or  Economy  of  Collection-can  the 
present  federal  income  tax  be  given  passing  marks. 
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II.  Indiana  small  business  has  a  particular  interest  in  the  federal  personal  income  tax, 
because  quirks  in  the  Indiana  tax  structure  drive  Indiana  small  business  into  "pass  through" 
entities  where  shareholders  pay  federal  personal  income  tax. 

Since  1933,  Indiana  has  had  a  "Corporate  Gross  Income  Tax"  which  applies  to  all  "C" 
corporations.    The  CGIT  resembles  a  "cascade  turnover  tax"  of  the  type  popular  in  Europe  after 
World  War  II  and  prevalent  in  the  old  Soviet  Union.    Each  business  "turnover"  (sale  from  one 
business  to  another)  is  taxed  regardless  of  the  profitability  of  the  firm. 

Smaller  businesses  often  do  not  make  money  for  the  first  year  or  two  of  operation. 
Taxing  their  "turnover"  no  matter  what  profits  they  may  earn  often  means  the  difference 
between  survival  and  extinction.    Indiana  accountants  long  ago  learned  the  necessity  to  structure 
new  Indiana  businesses  to  avoid  the  CGIT.   That  means  if  at  all  possible  setting  up  an  S 
corporation  (or  an  equivalent  under  Indiana  law  called  the  "special  C"  or  "small  business 
corporation")  or  foregoing  the  advantages  of  incorporation  entirely  through  a  partnership  or 
sole  proprietorship. 

The  numbers  of  filings  are  instructive: 

Indiana  &  U.  S.  "Business"  Tax  Returns  Filed-1994* 

Indiana 

IT  20  (Regular  C  Corporations) 

IT  20S  (S  Corporations) 

IT  20SC  (Special  "Cs") 

IT  20NP  (not  for  profit) 

IT  65  (partnerships) 

•Source:    Indiana  Department  of  Revenue,  Processing  Year  1994  (February  1994-February  1995). 

Nationally,  "C"  Corporations  exceed  the  number  of  "S"  Corporations.    In  Indiana,  "S's" 
outnumber  "Cs"  by  nearly  fourfold. 

About  13%  of  Indiana  business  tax  filings  are  regular  "C"  corporations.   Those  are 
corporations  which  have  no  choice  (Lilly,  Cummins,  Arvin,  Inland  Steel,  etc.)  because  their  size 
makes  them  ineligible  for  any  other  option.   The  rest  are  entities  trying  to  avoid  the  CGIT,  with 
the  most  popular  choice  being  the  S  route. 

The  shareholders/partners  in  the  101,000  non-C  business  filers  in  Indiana  mostly  would 
be  characterized  as  "small"  business"  by  any  definition.    Their  incomes  are  "passed  through"  to 
be  taxed  under  the  federal  income  tax.   It  should  not  be  surprising  that  in  my  13  years  as  the  tax 
expert  for  the  Indiana  Chamber  of  Commerce,  I  received  far  more  complaints  about  the 
vagaries,  complexity  and  level  of  the  federal  personal  income  tax  from  Indiana  small  business 
than  any  other  facet  of  the  tax  system.   That  is,  after  all,  the  "corporate  tax"  they  pay  as  a  result 
of  trying  to  avoid  the  Indiana  CGIT. 

III.  Indiana's  current  (individual)  "adjusted  gross  income  tax '  is  similar  in  concept  to 
most  of  the  various  "flat  tax"  proposals  abroad.    We  have  experienced  general  satisfaction  with 
the  tax. 

Indiana's  present  personal  income  tax  was  enacted  in  1963.   It  is  a  very  broad-based  (few 
credits  and  deductions  beyond  a  personal  exemption)  tax  with  a  flat  rate  of  34%.   Small 
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business  seldom  complains  about  this  tax.   It  is  easy  to  figure,  difficult  to  "fiddle  with,"  quite 
certain  in  its  application.    Remember,  this  is  the  state  "business"  tax  ihM  those  101,000  Indiana 
small  businesses  pay  because  their  incomes  are  passed  through  to  be  taxed  under  the  state 
personal  income  tax  as  well  as  the  federal  personal  income  tax. 

Since  1972,  neither  political  party  has  been  tempted  to  replace  this  broad-based  flat  rate 
tax  with  a  graduated  rate  structure.  That  effort  in  1972  was  not  brought  for  a  vote  in  the  Indiana 
House  because  bipartisan  opposition  was  so  strong  it  was  cleariy  at  least  35  votes  short  of  a 
majority.  Graduated  rate  staictures  (in  the  incorrect  static  sense),  "hurt"  above  average  earners, 
which  in  Indiana  include  school  teachers  (on  average),  auto  workers,  steel  workers,  and 
constmction  workers.  Each  of  these  groups  (again  in  the  incorrect  static  sense)  were  calculated 
to  pay  more  under  any  conceivable  graduated  rate  structure  than  under  the  existing  flat  rate. 

Since  1972,  the  flat  tax  rate  has  been  raised  from  2%  to  3.4%.   This  came  in  two  hunks, 
one  a  response  to  the  1980-82  recession  when  state  taxes  generally  had  to  increase,  and  the 
second  in  1987  to  fund  a  "school  reform  plan."   In  neither  case  was  there  any  serious  discussion 
of  moving  to  a  graduated  rate  structure.   The  last  attempt  to  raise  the  state  income  tax  rate  was 
by  the  Senate  minority  (see  Indianapolis  Star,  March  24,  1993).   This  was  an  increase  of  the  flat 
rate  from  3.4  to  4.3%. 

Graduated  rate  structures  are  not  popular  in  Indiana. 

Summary-   The  present  federal  income  tax  violates  every  principle  of  "good"  taxation.   This  is 
especially  important  to  Indiana  small  business  because  the  Indiana  tax  structure  drives  many 
Indiana  small  businesses  into  fomis  of  organization  under  which  their  "business"  tax  is  the 
federal  individual  income  tax.    Indiana,  on  the  other  hand,  has  had  a  "flat  tax"  for  over  three 
decades.   Most  Hoosiers  are  quite  satisfied  that  if  an  income  tax  must  be  imposed,  the  state 
income  tax  has  worked  well. 


Notes 


1  AHorr.  Smith    An  Fnquirv  Into  the  Nature  and  Causes  of  the  Wealth  of  Nations,  Cannan 
Edition,  pp.  777-779- 

2  Dwight  Lee  (ed.),  T^ixarion  and  rhe  Deficit  Economy.  Pacific  Research  Institute,  p.  151. 
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ROUTE  1,  BOX  197A 
EOWAROSPORT,  IN  47S2a 

STATEMENT  OF  DON  VILLWOCK 

TO  THE 

HOUSE  COMMITTEE  ON  SMALL  BUSINESS 

PRESENTED  BY 

DONALD  B.  VILLWOCK 

OWNER  -  MANAGER  VILLWOCK  FARMS 

EDWARDSPORT  INDIANA 

FEBRUARY  9.  1996 

I  would  Hke  to  thank  the  committee  for  allowing  me  to  testify 
before  you  today.   I  also  want  to  commeod  the  cominlttee  for 
reaching  out  Into  the  heartland  of  America  to  hear  what  those  of 
us  involved  1n  small  business  believe  will  unleash  our  potential. 

I  am  Don  V111wock/-a  A5  year  old  grain  farmer  from  southwestern 
Indiana.   Let  me  say  first  and  foremost,  I'm  no  expert  on  tax 
policy  or  It's  Implications  on  others.   But  I  appear  before  you 
today  as  a  concerned  Agrlbuslnessman .   I  want  to  present  to  you 
my  concerns  about  our  present  tax  system  and  some  of  basic 
principles  that  any  reforms  should  Include. 

I  understand  that  taxes  are  necessary  to  carry  out  the  vital  and 
necessary  roles  of  government.   We  are   not  here  today  to 
argue  what  those  necessary  and  vital  roles  are.   Congress  has 
spent  way  too  much  time  already  this  winter  debating  that  very 
Issue.  The  Issue  1  want  to  address  Is  how  the  complex  tax  system 
we  now  face  as  farmers  Is  an  expensive  and  economically 
distorting  anchor  around  our  necks. 

Our  farm  relies  heavily  on  consultants  to  help  us  make  the 
right  decisions  to  increase  our  outour  and  to  decrease  our  costs. 
These  agronomic,  marketing  and  financial  consultants  more  than 
pay  their  way  In  making  our  operation  viable.   But  the  consultant 
that  I  spent  the  most  time  visiting  with  Is  my  CPA/Tax  Advisor. 
Almost  every  economic  decision  we  make  has  to  be  reviewed  by  the 
tax  advisor  to  see  1f  has  "tax  Implications"  for  Vlllwock  Farms. 
As  an  example  we  call  and  ask;  "  Should  we  sell  g'VaIn  In  December 
or  after  the  first  of  the  new  year  to  reduce  our  tax  liability?" 
It  seems  to  me,  that  decision  should  be  based  on  market 
projections  rather  than  the  tax  consequences.   I  assure  you  more 
farm  machinery  Is  traded  or  not  traded  for  because  of  the  tax 
codes  rather  than  any  economic  consideration  for  it's  usefulness 
or  reliability.   My  CPA's  services  are  not  cheap.   Unfortunately 
In  years  of  drought  or  flood  my  tax  advisor's  fee  Is  more  than 
the  Income  for  our  whole  farm.   It's  my  understanding  that  the 
Tax  Foundation  has  estimated  that  for  1994  these  costs  were  $127 
billion  for  business  and  $65  billion  for  Individuals.  I  believe 
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It  seetns  to  me,  that  Qeclslon  snould  be  based  on  market 
projections  rather  than  the  tax  conseauences .   I  assure  you  more 
farm  machinery  1s  traded  or  not  traded  for  because  of  the  tax 
codes  rather  than  any  economic  consideration  for  it's  usefulness 
or  reliability.   My  CPA's  services  are  not  cheap.   Unfortunately 
1n  years  of  drought  or  flood  my  tax  advisor's  fee  1s  more  than 
the  Income  for  our  whole  farm.   It's  my  understanding  that  the 
Tax  Foundation  has  estimated  that  for  1994  these  costs  were  $127 
billion  for  business  and  $65  billion  for  Individuals.  I  believe 
that  money  could  be  better  spent  1n  our  economy  on  more 
productive  assets.   Any  reform  you  consider  should  be 
economically  neutral. 

The  Capital  Gains  tax  1s  a  major  area  of  concern  for  me  and 
for  farmers  all  across  this  great  country.   It  Inhibits  the 
mnvement  of  assets  and  tha  making  of  sound  aconomic  buclnecc 
decisions.  I  truly  believe  lt  has  Increased  the  price  of  land 
that  we    nave  purchased,  as  the  seller  tried  to  Increase  his  after 
tax  revenue  from  the  sale.   As  the  average  age  of  farmers  has 
Increased  over  the  years,  onp  would  think  more  'and  would  become 
available  to  the  market.   Not  so,  as  potential  retirees  hold  onto 
their  land  waiting  for  a  Capital  Gains  reform  act  or  even 
abolishment.   This  one  tax  raises  our  cost  of  production  as  land 
prices  and  cash  rents  reflect  this  market  distorting  rule.   I 
also  believe  It  has  Impeded  the  entry  of  young  farmers  wanting  to 
return  to  the  farm.  A  auote  from  naop  17  nf  thf»  Tax  R»»f nr-n 
Commission  Report  summarizes  the  capital  gains  tax  better  than  I 
can  by  saying:  "The  result  1s  to  punish  risk-taking,  shrink  the 
pool  of  capital  needed  for  Investment,  and  deprives  would-be 
entrepreneurs  of  a  chance  to' climb  the  ladder  of  economic 
opportuni ty . " 

The  final  area  of  concern  for  me  Is  the  estate  tax.   As  you  are 
all  aware.  Agriculture  Is  one  of  the  most  capital  Intensive 
businesses  1n  the  United  States.   The  old  saying.  "  farmers  live 
poor  and  die  rich"  makes  our  Industry  one  of  the  major  payers  of 
Federal  Estate  Taxes.   Most  farmers  have  as  one  3f  their  major 
goals  to    pass  the  farm  on  to  tha  n*xL  ganeraHon.   I  believe  you 
have  neard  testimony  that  states  that  only  30  percent  of  family 
businesses  are  passed  intact  to  a  second  generation,  and  only 
about  13  percent  are  passed  Intact  to  a  third  generation.   I  have 
witnessed  my  next  door  nelgnbor  having  to  sell  360  acres  Just  to 
pay  tne  estate  tax.   I  am  also  concerned  as  my  own  farin 
approaches  this  difficult  era  as  my  parents  now  exceed  75  years 
of  age.   Estate  planning  1s  one  of.  1f  not  the  most  difficult  of 
all  decisions  a  mu 1 1 1 -generat 1  on  farm  family  has  to  discuss.   I 
truly  believe  our  forefathers  knew  that  a  land  cared  for  and 
nnT.iirfrl  hy  an  hPlr  woiilrt  bring  strannth  ana  aconomlc  vitality  to 
our  country.   Ectate  taxac  arc  forcing  oalca  of  farm^s  and 
Increasing  the  rate  at  which  farms  are  gobbled  up  by'  the 
corporate  world.   The  Estate  tax  must  be  abolished  1f  we  are  to 
preserve  family  farms  In  this  country. 
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I  want  to  tnanH  you  for  listening  to  my  humble  views  on  this 
critical  Issue.   I'll  leave  you  with  a  few  quotes.   Jean  Baptise 
Colbert,  minister  of  finance  to  Louis  XIV  of  France,  said  In 
17B6.  '  The  art  of  taxation  consists  In  so  plucking  the  goose  as 
to  obtain  the  largest  amount  of  feathers  with  the  smallest 
possible  amount  of  hissing."  I  think  I  hear  a  lot  of  hissing. 
Mr.  Dean  Kleckner,  President  of  the  American  Farm  Bureau  and  a 
member  of  the  Kemp  tax  commission  said,  'My  Interpretation  of  tax 
history  around  the  world  Is  that  If  the  total  tax  load  is  below 
30  percent,  people  will  grumble,  but  not  too  much.   Between  a  tax 
load  of  30  percent  and  40  percent,  grumbling  Increases 
substantially.   At  40  percent  the  revolt  begins."   Aren't  we 
approaching  40  percent  today?   In  the  last  40  years  the  tax  code 
has  been  changed  3>  times.   Isn't  It  time  we  did  It  right? 

Thank  you  for  the  opportunity  to  testify  tofllay. 
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Letter  to  the  Commission 


Foreword 


To  THE  Members  of  the  Nmional  Commission  on 
Economic  GRO\(nrH  and  Tax  Reform 


'H'axation  without  representatjon  is  tyranny."  Those  are 
the  words  thai  helped  to  ignite  the  American  revohition  over  two 
centuries  ago. 

As  we  approach  the  2 1st  century,  the  crescendo  for  tax  reform 
continues  to  build,  year  after  year,  election  after  election. 
Americans  have  looked  at  a  tax  system  constantly  increasing  in 
both  rales  and  complexity,  and  concluded  that  taxation  with  rep- 
resentation wasn't  so  good  either. 

The  ciurent  tax  system  is  indefensible.  It  is  overly  complex,  bur- 
densome, and  severely  limits  economic  opportunity  for  all 
Americans. 

We  made  clear  on  the  very  first  day  of  the  104th  Congress  that 
our  top  priority  would  be  to  change  the  status  quo  and  to  bring 
ftindamental  change  to  America.  And  we  agreed  that  there  is  no 
status  quo  thai  needs  more  ftmdamental  changing  than  our  lax 
system. 

We  envision: 

■  Ataxsystemthalistiirer,  flatter,  and  simpler. 

■  A  tax  system  that  promotes,  rather  than  ptmishes,  job  cre- 
ation. 

■  A  tax  system  that  eliminates  unnecessary  paperwork  bur- 
dens on  America's  businesses. 


■  A  tax  system  that  recognizes  the  bet  thai  our  &unilies  are 
performing  the  most  important  work  of  our  society. 

■  A  tax  system  that  provides  incentives  for  Americans  who 
save  for  the  future  in  order  to  build  a  better  life  for  them- 
seKes  and  their  families. 

■  A  tax  system  thai  allows  Americans,  especially  the  middle- 
class,  to  keep  more  of  what  they  earn,  but  that  raises 
enough  money  to  limd  a  leaner,  more  efficient  federal  gov- 
ernment 

■  A  tax  system  that  allows  Americans  to  compute  their  taxes 
easily,  without  the  need  for  a  lawyer,  an  accountant  —  or 
both. 

To  help  make  this  vision  a  reality,  we  named  Jack  Konp,  one  of 
America's  most  innovative  thinkers  on  economic  policy,  to  head 
the  National  G)mmission  on  Economic  Growth  and  Tax  Reform 
—  a  commission  thai  included  thirteen  more  outstanding 
Americans, 

The  entire  commission  worked  diligenth'  for  the  past  several 
months,  holding  public  hearings  in  eight  cities,  while  constantly 
thinking  about  how  to  create  a  better  tax  system. 

Their  final  report  is  guaranteed  to  stimulate  this  important 
national  dialogue.  II  will  surely  serve  as  a  catalyst  for  congres- 
sional hearings  and  debate.  We  hope  that  it  will  also  trigger  con- 
versations around  kitchen  tables,  wale*.'  coolers,  and  in  tonn  hall 
meetings  across  the  country. 

We  invite  all  those  who  read  this  report  to  write  us  with  your 
thoughts  on  its  recommendations  and  conclusions,  and  to  share 
with  us  other  suggestions  on  how  we  can  create  a  tax  system  that 
promotes  economic  growth  and  opportunity  for  aU  Americans. 


Senate  Leader 
Bob  Dole 


House  Speaker 
NewlCingHcb 
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A  New  Level  OF  Thinking 


Preface 


"They  act  like  all  Aai  money  is  bom  in  Washington,  D.C" 
Perhaps  no  comment  has  better  summarized  the  problem  with 
our  nation's  capital  than  this  observation  iff  Ed  Zorinsky,  the  late 
Democratic  Senator  from  Nebraska.  And  nowhere  is  this  gov- 
ernmental conceit  expressed  more  destructively  than  in  the 
workings  and  effects  of  our  Internal  Revenue  Gxie. 

Many  previous  attempts  at  tax  reform  have  been  marred  by  the 
inside-the-beltway  assumption  that  the  wealth  of  the  nation 
belongs  to  its  government  This  position  has  perpetuated  what 
could  be  call«i  the  "tin-cup  syndrome"  -  an  environment  in 
which  the  political  competition  over  scarce  resources  replaces 
the  economic  competition  that  produces  growth,  creates  jobs, 
spurs  innovation  and  productivity.  As  a  consequence,  the  tax 
code  has  over  the  years  become  increasingly  politicized,  and  is 
seen  less  as  a  simple  tool  for  raising  revenue  than  as  an  instru- 
ment for  social  and  economic  engineering.  In  turn,  this  has 
spawned  a  virtual  industry  of  tax  specialists  and  special  interest 
lobbyists,  while  exponentially  increasing  the  complexity  of  the 
code. 

The  National  Commission  on  Economic  Growth  and  Tax  Reform 
set  out  with  a  different  sd  of  assumptions,  beginning  with  the 
belief  that  the  purpose  of  the  tax  code  is  to  raise  money  while 
leaving  dtizeos  as  free  as  possible  to  pursue  the  American 
dream.  Our  charge  from  Senate  Leader  Dole  and  Speaker 
Gingrich  was  dear  listen  first  and  learn  from  the  American 
people.  We  listened  to  ordinary  taxpayers  in  hearings  around 
thecountiy.  WhatweheardwasagreatdealoffrusQ^on, con- 
cern, and,  yes,  anger  with  the  current  system.  Ourhopehas 
been  to  channd  those  frustrations  into  a  set  of  concrete  prind- 
ples  and  recommendations  that  any  new  tax  refbnn  legislation 
must  fbUow  if  it  is  to  meet  the  needs  and  expectations  of  the 
American  people. 

From  June  until  September  1995,  we  heard  from  a  cross-section 
of  American  taxpayers  in  Boston,  Omaha.  Chariotte,  Palo  Aho, 
south-central  Los  Angdes,  Hariem,  Cleveland,  and  Washington, 
D.C  We  listened  to  and  leained  from  bmily  farmers  and  high- 


tech  entrepreneurs,  small  businessmen  and  women,  medium- 
sized  and  large  manufedurers,  governors  and  mayors,  con- 
gressmen and  senators,  leading  economists  and  local  activists. 

Unlike  previous  "reform"  commissions,  our  activities  were 
financed  without  a  dime  6x>m  the  American  taxpayer.  Expenses 
were  met  through  private  contributions  from  more  than  1 ,500 
donors.  The  fourteen  commissioners  received  no  compensa- 
tion for  the  long  hours  and  hard  work,  save  the  tremendous 
reward  of  knowing  their  sacrifices  would  hdp  shape  American 
history.  This  Is  an  extraordinary  group  of  American  dtizens  who 
have  demonstrated  through  untold  hours  of  hearings,  delibera- 
tions, and  study  their  dedication  to  chart  a  course  that  will  lead 
io  a  better  America  for  their  children  and  grandchildrei.  We 
believe  we  have  set  that  course. 

hi  1 941,  in  a  famous  essay  for  i(/^  magazine,  Henry  Luce  antid- 
pated  that  the  20th  century  would  be  remembered  as  the 
American  Centtuy.  TTie  decades  and  events  that  followed  -  the 
defeat  of  Nazi  Germany  the  collapse  of  Communism,  the  expan- 
sion of  American  influence  abroad  -  bore  this  prediction  out 
Today,  many  .Americans  fear  they  see  diat  era  of  .\merican  pre- 
eminence slipping  away.  The  optimism  and  boundlessness  that 
have  ah-avs  defined  America  are  seen  by  some  as  fond  but  faded 
relics  to  be  quietly  folded  awa\'. 

This  report  reflects  the  firm  conviction  thai  America  can  do  bet- 
ter. None  of  the  members  of  this  commission  would  have 
accepted  this  chaUenge  if  we  did  not  believe  in  the  possibility  of 
real  progress  and  real  reform. 

Albert  Einstdn  observed  tfiat  "the  problems  of  toda\  cannot  be 
solved  at  the  same  levd  of  thinking  on  which  they  were  created." 
We  have  conduded  that  the  complex  tax  code  of  the  20tfi  cen- 
tury is  poorly  suited  for  deahng  with  the  complex  worid  of  the 
21st  The  vision  outlined  in  the  following  pages  cannot  be  real- 
ized by  simply  rearranging  the  deck  chairs  on  the  Titanic  we  call 
our  current  tax  code.  A  brand  new  tax  code,  modeled  on  die 
prindples  and  recommendations  proposed  in  this  repoa  can 
chart  the  economic  waters  ahead  and  launch  our  couutn  on  its 
voyage  toward  the  next  American  century. 


EdwtmJ.Fembter 

Vice  Chairman 

National  Commission  on  Ecooomk;  Growth  and  Tax  Reform 
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Setting  the  Eagle  Free 


Introduction 


"Inshort,  it  is  a  parachxical  truth  that  tax  rates  are  too  high  today  and  tax 
revenues  are  too  low,  and  the  soundest  way  to  raise  the  revenues  in  the  long 
run  is  tocut  the  rates  now...Thepurposeofcutting  taxes  now  is  not  to  incura 
budget  deficit,  but  to  achieve  the  more  prosperous,  expanding  economy  which 
can  bring  a  budget  surplus. " 

John  F.Kennedy 
Economic  Qub  of  New  York 
December  14, 1962 


These  words  of  President  Kennedy  were  a  greal  inspiration  to 
me  as  the  tax  reform  movement  was  launched  in  the  early  1980s 
with  the  Kemp/Roth  tax  cut.  Kennedy's  vision  and  courage  can 
serve  as  examples  for  all  Americans  as  we  struggle  to  make  this 
nation  better  for  our  children  and  grandchildren.  His  remarks 
from  the  Economic  Club  of  New  York  ring  as  true  today  as  they 
did  in  1962. 

At  the  first  meeting  of  our  commission  back  in  June,  I  held  up  a 
blank  sheet  of  paper  and  said,  "This  is  what  we  start  with." 
That  was  our  charge:  Senate  Majority  Leader  Bob  Dole  and 
House  Speaker  Newt  Gingrich  appointed  the  National 
Commission  on  Economic  Growth  and  Tax  Reform  to  study  the 
current  tax  code,  Usten  to  the  suggestions  and  ideas  of  people 
from  around  the  country,  and  submit  to  Congress  our  recom- 
mendations for  comprehensive  reform.  A  very  diverse  and  ded- 
icated group  of  14  people,  with  the  help  of  an  invaluable,  over- 
worked, and  underpaid  staff,  set  out  to  design  .an  entirely  new 
tax  system  for  America's  21st  century;  one  which  would 
promise  a  booming  economy,  promote  job  creation,  and 
ensure  the  greatest  possible  opportunity  for  all  Americans  to 
work,  save,  invest,  and  reach  their  potential.  We  operated 
under  the  premise  that  an  economic  growth  rate  of  2.5%  is 
unacceptable  to  die  American  people. 

This  commission  was  empowered  not  merely  to  offer  superficial 
reforms,  to  trim  a  rate  here  and  dose  a  loophole  there,  but  to 
begin  with  a  &?to/^  rasa  and  map  out  a  totally  new  lax  structure 
for  America's  next  century.  We  also  wanted  to  help  inform  the 
whole  world,  particularly  the  emerging  democracies,  that  the 
goal  of  tax  pohcy  is  raising  revenue,  not  tedistiibution  of  wealth. 


Our  nation  has  arrived  at  a  unique  moment  in  history.  With  die 
passing  of  the  Cold  War,  we  are  standing  at  die  e<^e  of  a  new 
millennium  with  extraordinary  possibihties.  Our  country  is 
poised  to  help  lead  the  world  into  a  new  era  of  economic  growth 
ftieled  by  an  information-age  technological  revolution  that  can 
yield  unparalleled  expansion  in  jobs,  productivity,  innovation, 
and  prosperity.  We  must  embrace  this  opportunity  and  chal- 
lenge. However,  such  an  embrace  will  prove  difficult,  perhaps 
impossible,  if  we  remain  saddled  with  our  current  tax  code.  The 
current  system  is  indefensible:  it  is  riddled  with  special  interest 
tax  breaks,  and  it  overtaxes  bodi  labor  and  capital.  We  must 
construct  a  tax  system  that  reflects  our  highest  values  and 
unleashes  our  greatest  potential. 

The  comments  and  concerns  we  heard  from  die  American  peo- 
ple over  die  last  several  mondis,  coupled  widi  a  systematic 
review  of  die  current  tax  code,  help«i  us  establish  certain  prin- 
ciples to  guide  us  to  our  conclusions.  Surely,  a  tax  code  which  is 
simple  and  fair  must  gaierate  sufficient  revenue  so  diat  die  fed- 
eral government  may  carry  out  its  legitimate  tasks.  Second,  it 
must  not  place  a  tax  burden  on  diose  members  of  society  least 
able  to  beu-  one.  And,  perhaps  most  important  of  all,  it  must  not 
restria  die  innovative  and  aitrepreneurial  capacities  of 
Americans  upon  which  risii^  living  standards  and  our  general 
prosperity  so  gready  depend.  Our  proposals  are  in  keq)ingwidi 
diese  principles. 

Wildly  excessive  and  unjust  taxes  have  locked  away  access  to 
capital  and  credit  necessary  for  lower-Income  Americans  to 
launch  die  next  generation  of  entrq)reneurship.  Today,  sadly, 
we  see  die  American  people's  sense  of  dynamism  and  hope, 
dieir  aMity  to  strive  and  compete  diminished  by  a  tax  code 
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which  penalizes  success,  retards  investment,  and  sends  capital 
fleeing  overseas.  The  commission  is  united  in  die  belief  that  only 
a  pro-growth  lax  code  can  restore  America's  confidmce  at 
home  and  her  greatness  abroad.  We  want  a  tax  code  and  an 
overall  economy  that  will  liberate  the  American  dresm  and 
remove  the  barriers  to  upward  social  and  economic  mobihty 
The  American  ethos  of  entrepreneurship  and  optimism  made 
America  great  once  before.  We  believe  these  proposals  will  bol- 
ster that  ethos  ^ain  and  help  restore  integrity  and  honesty  to 
our  system. 


The  author  John  Gardner  has  observed  that  there  are  many  con- 
tributing factors  to  the  rise  of  civilization  —  accidents  of 
resources,  geography,  and  military  power.  But  whatever  other 
ingredients  comprise  the  greamess  of  nations,  he  writes,  "There 
occurs  at  breathtaking  moments  in  history  an  exhilarating  burst 
of  energy  and  motivation,  of  hope  and  zest  and  imagination,  and 
a  severing  of  die  bonds  diat  normally  bold  in  check  die  full 
release  of  human  possibihties.  A  door  is  opened,  and  die  caged 
es^e  soars."  That  eagle,  die  symbol  of  our  nation,  represents 
die  creative  spirit,  talents,  and  aspirations  of  die  American  peo- 
ple. The  charge  of  diis  commission  and  die  intent  of  our  recom- 
mendations is  to  open  die  door  and  help  set  dial  eagle  in  all  of 
us  free. 


JackKemp 

Qiaiiman 

National  Commisswo  on  Economic  Growdi  and  Tax  Reform 
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Imagine  An  America 


With  a  pro-growth,  pro-famhy  tax  code 


The  Natioml  Commission  on  EcoiumkGrtmtbmd  Tax  Reform  t^commends  to  the  Cong^ 
President  of  the  Vnited  States  that  the  current  Internal  Revenue  Code  be  repealed  in  its  entirety. 

7J>e  present  system  is  beyond  repair-  it  is  impossibly  complex,  outrageously  expensive,  overly  intrusive 
economically  destructive,  and  manifestly  unfair 

It  is  time  to  replace  this  failed  system  with  a  new  simplified  tax  system  for  tbe  21st  century:  a  single  low  rate 
taxing  income  only  once  with  a  generous  personal  exemption  and  full  deductibility  oftbi  bavroll  tax  for  ' 
America's  working  men  and  women.  ^  ^       ^^  j 

nis  system  will  reduce  the  tax  burden  on  middle  income  people  and  will  help  remove  tbe  barriers  that  keeb 
low-income  Americansfrom  reaching  tbeir fullest  potential. 

These  changes,  once  in  place,  should  be  sealed  wUb  a  guarantee  of  long-term  stability,  requiring  a  two-thirds 
vote  of  the  V.S.  Congress  to  raise  the  rate. 

This  new  system  is  predicated  on  a  commitment  to  expanding  growth  and  opportunity.  We  believe  tbe  chanees 
we  propose  will  help  double  tbe  rate  of  economic  growth. 

A  shonger  economy  will  create  more  Jobs,  raise  family  incomes,  expand  ownership  and  entrepreneursbib 
and  ensure  greater  opportunity  for  our  children  and  grandchildren.  It  will  also  produce  additional  revenues 
for  balancing  the  budget  and  reducing  tbe  burden  of  national  debt. 


The  prindples  and  recommendations  contained  in  this  report 
comprise  the  "Tax  Test"  —  the  standard  to  which  any  new  tax 
system  must  be  held.  We  ask  that  Congress  not  pass  nor  the 
President  sign  any  tax  le^lation  that  £ails  to  pass  this  test  And 
we  encoun^e  the  pubhc  to  use  the  goals  and  guidelines  we  offer 
as  a  road  map  through  the  coming  national  debate  on  tax 
reform. 

Our  aim:  to  introduce  a  new  s^istem  of  taxation  that  brings  out 
the  best  in  the  American  character,  that  plays  to  our  strengths 
and  not  our  weaknesses,  that  speaks  to  our  hopes  and  not  our 
fears.  Our  recommendatioiis  are  based  on  a  vision  of 
America  thai  places  the  individual  —  not  the  govern- 
ment —  al  die  center  of  society: 

■  We  believe  that  government  does  not  CTeate  opportunity; 
citizens  do,  if  government  will  get  out  of  their  way 

■  We  believe  dial  government  is  not  the  engine  of  economic 
growth;  it  is,  more  frequently,  the  monkey  wrench  in  the 
machine. 

■  We  believe  that  taxpayers' earnings  and  savings — their 
property — are  not  assets  on  loan  from  the  government 
The  government  is  power  on  loan  from  the  people. 

One  of  the  most  serious  shortcomings  of  previous  attempts  at  tax 
reform  has  been  the  inabihty  of  average  Americans  to  make  their 
voices  heard  above  the  chorus  of  special  interests.  We  have  tried 
a  radically  different  approach:  listening  to  the  people  first 


In  his  first  debate  with  Stephen  Douglas,  Abraham  Lincoln 
remarked  that  "with  pubhc  sentiment,  nothing  can  M;  without  it 
nothing  can  succeed."  We  beUeve  that  any  major  legislative 
attempt  to  replace  the  current  tax  code  will  falter  unless  it  is  first 
preceded  by  a  national  debate  on  what  die  new  system  should 
lookhke. 

Many  previous  attempts  to  refonn  pubUc  policy  have  failed  to 
achieve  their  aims  because  they  substituted  dosed  meetings  for 
democratic  dialogue,  focusing  too  much  on  expert  analysis  and 
too  little  on  citizens'  concerns.  By  including  the  public  in  the 
deliberations  over  tax  reform,  this  commission  seeks  to  build 
broad-based  consensus  behind  a  new  tax  system  for  America's 
next  millennium. 

It  was  with  this  spirit  that  die  commission  held  c«)ss-country 
public  hearings  -  from  die  historic  home  of  die  Boston  tea-party 
to  die  heart  of  soudi-central  LA  At  every  hearing  in  every  dty, 
we  asked  people  to  tell  us  what  diey  saw  as  die  prt)blems  widi 
die  currait  system  and  die  goals  any  rdonn  plan  should 
achieve. 

■  In  Omaha,  farmeis  pleaded  for  simpler  filing  and  die  free- 
dom to  pass  family  farms  on  to  didr  children  widiout  fear 
of  federal  confiscation. 

■  In  tbeSUicon  Valley,  high-tech  entrepreneurs  told  of  die 
coundess  ideas  conceived  but  never  bom  because  of  a 
scarcity  of  investment  capital. 
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■  In  south-central  Los  Alleles,  small  business-owners 
voiced  frustrations  at  not  being  able  to  expand  or  hire  new 
workers  because  of  a  tax  bite  that  eats  away  their  profits. 

■  And  in  Harlem,  inner-dty  entrepreneurs  expressed  both 
bitterness  and  bewilderment  at  a  tax  code  which  sucked 
revenues  out  of  their  neighborhoods  while  preventing 
investment  from  flowing  in. 

In  our  nation's  capital,  we  heard  from  elected  officials  in  both 
the  House  and  the  Senate  who  have  for  many  years  been  leaders 
in  tax  reform.  Because  of  their  tireless  public  service,  tax 
reform  is  a  priority  issue  on  the  nation's  agenda. 

We  also  heard  from  many  of  die  finest  economists  in  the 
country  who  shared  their  knowledge  and  research  with  us  at 
every  hearing. 

After  our  hearings,  we  held  a  series  of  working  sessions  to  ana- 
lyze what  we  had  heard  and  to  begin  discussing  our  recommen- 
dations for  change.  During  one  of  our  working  sessions,  the 
commissioneR  put  aside  the  charts  and  graphs  for  a  moment, 
stepped  back,  and  tried  to  imagine  what  kind  of  world  they 
would  like  America's  next  generation  to  grow  up  in.  We  were 
asked  to  think  about  how  replacing  the  tax  code  might  help 
bring  diat  world  about 

■  Irn^e  an  America  enjoying  a  decade  of  economic  growth 
at  nearly  twice  the  present  rate — creating  jobs,  e]q)anding 
opportunities,  and  lifting  living  standards  for  all. 

■  Im^e  an  America  in  which  more  dreams  bom  in  base- 
ments and  gara^  grow  into  muhi-million  dollar  busi- 
nesses because  abundant  capital  seeks  out  good  ideas,  and 
entrepraieurs  and  investors  are  confident  diat  their  risk- 
taking  will  be  rewarded,  not  punished. 

■  Imagine  an  America  where  it  is  easier  to  get  a  job  than  to 
get  on  welfare,  and  where  our  inner  cities  share  in 
America's  growth  and  prosperity  Imagine  diese  neighbor- 
hoods ringing  out,  not  with  sirens  in  die  night,  but  with  die 
sounds  of  new  storefronts  being  opened  and  new  busi- 
nesses bang  buift. 

■  Imagine  an  America  where  home  ownership  and  higher 
education  arewidiin  die  reach  of  every  American  so  dial 
each  citizen  owns  a  stake  in  die  system  and  shares  a  com- 
mon interest  and  responsibility  hx  its  hiture. 

■  Imagine  an  America  where  young  couples  aren't  asked  to 
take  a  tax  hit  in  order  to  exchange  didr  marriage  vows,  and 
where  young  families  can  save  for  didr  fiiture  widiout  being 
punished  for  dieir  dirift. 


■  Imagine  an  America  where  Americans  have  enough  to  give, 
not  just  to  and  duough  dieir  government,  but  to  dieir 
churches,  synagogues,  mosques,  their  charities,  and  neigh- 
bors in  need 

■  Im^e  an  America  where  die  I.R.S.  becomes  die  "TPA" 
—  a  Taxpayer  Protection  Agency — to  ensure  diat  no  one 
pays  more  flian  is  owed.  Imagine  a  customer-ftiendly 
approach  to  raising  revenue,  based  on  a  belief  in  die  basic 
honesty  of  die  American  people,  that  treats  diem  widi  dig- 
nity and  respect 

We  believe  that  replacing  our  tax  system  udtb  one 
that  is  simpler  and  fairer  can  help  to  make  Aese 
American  dreams  come  true. 

America  was  not  founded  on  envy  or  resentment  The  American 
idea  was  never  to  keep  everyone  at  die  same  mean  level,  but  to 
give  everyone  die  chance  to  rise  as  high  as  his  or  her  effort,  ini- 
dative  and  God-given  talent  would  allow.  It  was  a  promise  of 
equal  opportunity,  not  of  end  resufts;  die  confidence  diat  what- 
ever you  aspired  to  become — be  it  artist  inventor,  or  entrepre- 
nair — you  could  make  it  happen  here. 

As  die  country  pursues  diis  change,  how  we  transition  finm  die 
existing  banlaupt  system  to  die  new  system  wiD  be  important 
Complicated  issues  will  arise.  Nonedidess,  we  are  confident  dial 
die  Congress  and  die  President  will  solve  diese  transitions  in  order 
to  bring  about  diis  new  tax  system.  Dramatic  change  never  is  easy, 
and  complicated  issues  will  arise  in  die  transition.  But  change  we 
must  confident  diat  widi  die  leadership  of  die  Congress  and  die 
president,  die  American  can-do  spirit  will  prevail. 

A  new  tax  systan,  as  envisioned  in  die  following  p^es  of  diis 
report,  can  take  a  first  step  toward  renewing  dial  sense  of  hope 
and  possibUity  by  unleashing  a  cascade  of  benefits,  beginning 
widi  greater  economic  growdi,  lower  interest  rates,  and 
expanded  job  opportunities  for  working  Americans. 

In  diis  spirit  we  invite  die  American  people  and  dieir  elected 
leaders  from  bodi  political  parlies  to  use  die  Tax  Test  as  a  check- 
list as  diey  move  forward  in  replacing  die  current  tax  code.  We 
urge  die  Congress  and  die  President  to  base  any  new  legislation 
on  die  principles  and  recommendations  submitted  in  diis 
report  Furdiermore,  we  urge  President  Clinton  to  appoint  a 
presidaitial  task  force  or  commission  to  bring  die  recommen- 
dations ofered  by  diis  congressionally  appointed  commission  to 
die  next  level  of  public  delate. 
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At  The  Boiling  Point 


"My  grandmolhcr  used  to  tell  me  the  folk  tale  of  the  frog," 
recounted  Commissioner  Herman  Cain  of  his  childhood  in 
Atlanta,  Georgia.  "If  you  put  a  frog  in  a  pot  of  hot  water,  he 
would  jump  right  out.  But  if  you  put  him  in  a  pot  of  cool  water 
and  gradually  mmed  up  the  heat,  he  wouldn't  notice  the  rising 
temperature  and  would  evenUially  hoil  to  death " 

Tlie  American  taxpayer  is  in  hot  water.  Escalating  marginal  tax 
rates,  increasing  complexity,  ;md  advancing  Intnisiveness  have 
created  a  system  that  h:is  n-achixl  the  boiling  jwint.  Over  the 
years,  Americans  have  surrcndenHl  more  and  more  of  their  free- 
dom to  higher  taxes.  Tlie  result  h:is  not  been  to  enhance  eco- 
nomic security  or  to  close  the  gulf  between  rich  and  poor 
Instead,  it  has  led  to  fewer  jobs,  slow  economic  growth,  dimin- 
ished hope  :uid  opportunity,  an  erosion  of  trust  and  confidence 
in  government,  and  ;m  ebbing  of  the  ."Vmericm  spirit  of  enter- 
prise. It  is  a  liistory  thai  echcH's  James  Madison's  w-iming  that 
"there  are  more  instanci-s  of  the  abridgment  of  the  freedom  of 
the  people  by  gradual  and  silent  encroachraenls...lhan  by  violent 
and  sudden  usur|)ation." 

The  time  has  passed  for  incrementil  reform.  The  problems  with 
the  current  system  have  grown  too  deeply  entrenched  to  be 
solved  Willi  (juick  fixes  and  cosmetic  rep;iirs. 

We  believe  the  current  tax  code  cannot  be  revised, 
should  not  be  reinvented,  and  must  not  be  retained. 
Therefore,  the  conunission  is  unanimous:  It  is  time  to 
throw  out  the  sevcn-million-word  mess  of  tax  laws  and 
regulations  and  begin  anew. 

Maa-  Negri  of  .S;uil;i  Rosa,  C;ilifomi;i,  wrote  to  tell  us  that,  "Tlie 
current  system  is  so  wrong  and  such  a  disincentive  to  the  every- 
day worker  that  it  auinol  be  saved. "  Lawrence  Madsen  of  Mills, 
Wyoming,  prepares  peoples'  taxes  for  a  living,  and  yet  wrote:  "I 
am  so  disgusted  with  the  [system]  diat  I  must  urge  you  to  com- 
pletely abolish  the  Internal  Revenue  Code  and  start  over."  A  cou- 
ple from  Astor,  Florida  was  even  more  blunt:  "The  current  tax 
stnicture  is  way  out  of  date  with  the  real  world,  too  complicated 
ttith  too  many  loopholes.  We  say  dump  it!" 

.^lericans'  eagerness  for  a>al  change  reflects  in  part  their  fhis- 
tradon  with  a  s-\steni  that  in  the  past  forty  years  has  seen  3  r"sig- 
nificant "  reforms  ;uid  an  astounding  400  additional  "revisions" 
through  pubhc  laws .  .And  yet  die  lax  code  is  more  complex, 
more  casdy,  and  more  economically  destructive  than  ever.  This 
is  die  story  of  how  we  got  here. 


The  Road  to  Tax  Oppression 

The  New  York  Times,  in  a  1909  editorial  opposing  the  very  first 
income  tax,  predidd:  "When  men  get  in  the  habit  of  helping 
themselves  to  the  property  of  others,  diey  cannot  easily  be  cured 
of  it"  The  history  of  our  tax  code,  in  economic  terms,  mirrors 
the  course  of  most  addictions:  advancing  dependence,  dimin- 
ished returns,  and  deteriorating  healdi  of  die  afflicted. 

Supporters  of  die  Sbaeendi  Amendment  touted  die  income  tax  as 
die  rich  man's  burden  —  forcing  "die  Camegies,  die 
Vanderbilts,  die  Morgans,  and  die  Rockefellers "  to  pay  while 
sparing  die  middle  class  from  pain.  Indeed,  after  die  income  tax 
was  enacted  in  191 ,1  fewer  dian  two  percent  of  American  fami- 
liw  wero  required  to  file  a  tax  remm  Rail's  nuiged  from  1  to  7 
percent  —  widi  die  highest  rate  applying  only  to  Americans  who 
had  die  equivalent  of  $7.7  niUlion  in  income  in  today's  tenms. 

The  rales  did  not  stay  diat  low  for  long.  In  !9I6  die  top  rate  dou- 
bled. A  year  later,  on  die  eve  of  Ameria's  entry  into  World  War 
I,  it  soared  to  67  percent  Widi  die  Second  World  War,  die  rale 
was  raised  to  94  peacnt.  hi  die  19'iOs  die  top  rale  remained  at 
die  sk\'  high  level  of  more  dian  90  pea-ent  President  Kennedy 
initiated  legislation  dial  cut  die  top  rale  to  70  percent,  but  it  was 
not  until  die  Reagan  growth  years  dial  die  lop  rate  was  lowered 
dramatically  to  28  percent  Under  die  current  administration, 
die  rate  has  resumed  its  ascent  widi  combined  federal  (axes 
pushing  die  top  rate  ;d)ove  40  percent  including  Medicare  taxes 
and  phase-outs. 

Widi  every  attempt  by  politicians  to  ""soak  die  rich,"  die  water 
mark  has  risen  on  die  middle  cJass.  Audior  Frank  Chodorov  has 
summed  up  die  incremental  ni;u-ch  of  encroaching  taxation:  "'.\t 
first  it  was  die  incomw  of  corporations,  dien  of  rich  citizens, 
dien  of  well-provided  widows  and  opulent  workers,  and  finally 
die  wealdi  of  housemaids  and  die  tips  of  waitt-esses  "  Congress 
expanded  die  income  tax  into  die  ranks  of  die  middle  class  for 
die  same  reason  WiUie  Suaon  robbed  banks:  dial's  where  die 
money  is. 

This  shift  was  mainly  achieved  by  gradually  multiplying  die  num- 
ber of  taxpayers  required  to  file  income  ti\  returns  and  -jy  raising 
average  tax  rales  on  ordinan  citizens.  I'ntil  World  W:ir  II,  die 
average  tax  rate  (dial  is,  die  total  tax  paid  divided  by  income)  on 
a  family  widi  a  1991  income  of  $SO,000  never  rose  above  4  per- 
CHit  Since  Worid  War  n,  it  has  never  fallen  below  1 4  percent 


Unleashing  America's  Potendal:  A  pro-growdi,  pro-family  tax  system  for  the  21st  century 


193 


Marginal  rales  on  the  middle  class  have  risen  even  more  dramati- 
cally. Marginal  rales  are  the  "tax  bracket"  rales  that  apply  to  any 
extra  dollar  of  income — such  as  raises,  overtinic,  bonuses,  or  a 
second  family  income.  The  marginal  middle  class  tax  rate  never 
rose  above  8  percent  prior  to  World  War  n.  Since  then,  it  has 
never  fallen  below  22  percent,  rising  as  high  as  33  percent  during 
the  high-inflation,  bracket  creep  years  of  the  1970s. 

Today,  there  are  three  principal  defects  of  our  income  tax  system 
that  must  be  fixed  immediately. 

■  Economically  Destructive:  Steeply  graduated  tax  rates 
on  both  labor  and  capital  destroy  jobs,  penalize  saving  and 
investment,  and  punish  personal  efforts  to  get  ahead 
through  hard  work. 

■  Impossibly  Complex:  The  mind-boggling  complexity  of 
the  current  tax  code  imposes  an  unacceptable  burden  on 
taxpayers  and  a  huge  cost  on  the  economy. 

■  Overly  tatnisive:  The  vast  enforcement  powers  con- 
ferred on  the  I.R.S.  are  increasingly  seen  as  infringements 
of  privacy  and  personal  freedom. 

ECONOMCAUy  Desikuctive 

In  the  famous  Supreme  Court  case,  McCuBoch  v.  Maiyland, 
Chief  Justice  Marshall  wrote:  "The  power  to  tax  invokes  the 
power  to  destroy"  Some  of  the  ways  in  which  the  current  tax 
code  destroys  our  economic  vitality  include: 

■  High  marginal  tax  rates  that  weaken  die  link  between  effort 
and  reward,  depress  productivity,  and  kill  jobs. 

■  Multiple  layers  of  taxation  on  work,  saving,  and  investment 
thai  dry  up  new  capital  for  investment. 

■  Capital  gains  taxes  that  act  as  a  barrier  to  capital  formaHon 
-  preventing  the  flow  of  investment  to  new  enterprises  and 
would-be  entrepreneurs. 

■  An  "alternative  minimum  lax"  thai  imposes  immense  com- 
pliance costs  on  businesses,  sapping  resources  thai  could 
otherwise  be  put  to  constructive  use. 

■  Double-taxation  of  corporate  income  which  shrinks  busi- 
ness investment  and  encourages  companies  to  lake  on 
extra  debt 

■  Estate  and  gift  taxes  thai  force  families  to  seO  their  busi- 
nesses or  family  farms. 

A  fundamental  principle  of  economics  is  thai  the  more  you  tax 
somediing,thelessyougetofiL  And  ifyou  tax  success,  you  get 
less  success.  The  current  confiscatory  sy«em  begs  the  questions: 
Why  work  harder  if  each  extra  dollar  earns  you  less?  Whysave 
for  tomorrow  when  spending  today  is  cheaper?  Why  dream  big- 
ger, when  little  dreams  are  less  expensive?  The  disillusioned 
answer  of  many  Americans  is  simply:  Why  bother? 


But  the  current  system  does  not  simply  sap  the  initialive  and 
aspirations  of  individual  taxpayers,  it  undermines  the  economic 
strength  of  our  nation  as  a  whole.  As  President  Kennedy  once 
observed:  "An  economy  hampered  with  high  lax  rates  will  never 
produce  enough  revenue  to  lulance  the  budget,  just  as  it  will 
never  produce  enough  output  and  enough  jobs." 

High  marginal  lax  rales  combined  with  multiple  taxation  of 
work,  saving,  and  investment  act  as  a  "double-barreled  shotgun 
aimed  at  the  American  economy,"  accountant  Ted  Krauss  told 
the  commission  during  a  hearing  in  Washington.  The  price  lag 
was  estimated  by  Professor  Dale  Jorgenson  of  Harvard  University 
who  told  the  commission  that  the  income  level  in  the  United 
States  could  be  1 5  percent  to  20  percent  higher  than  today  if 
diese  biases  did  not  exist 

This  translates  to  losses  of  as  much  as  $4,000  to  $6,000  per  year 
for  typical  middle-income  families.  The  tremendous  economic 
drain  caused  by  an  anti-work,  and-saving,  and  anti-growth  tax 
system  does  not  even  lake  into  account  the  enormous  waste  of 
resources — Ihe  time,  money,  and  brainpower — lost  in  trying 
to  comply  with  the  current  code. 

iMPOssmiyCoMFiex 

Today's  lax  code  is  so  complex  that  many  Americans  despair  that 
only  someone  with  an  advanced  degree  in  rocket  science  could 
figure  it  out  They  are  wrong.  Even  a  certified  genius  such  as 
Albert  Einstein  needed  help  in  figuring  out  his  Form  1040. 

Consider  this  example  bom  the  Internal  Revenue  Code's  rules 
on  ihe  Earned  Income  Tax  Credit  Here's  how  ihey  describe  Ihe 
little  human  creature  we  call  a  child: 

(A)  IN  GENERAL.— The  term  "qualifying  child"  meaas, 
with  respect  to  any  taxpayer  for  any  taxable  year, 
an  individual — 

(i)  who  bears  a  relationship  to  the  taxpayer  described  in 
subparagraph  (B), 

(ii)  except  as  provided  in  subparagraph  (B)  (iii),  who  has 
the  same  principal  place  of  abode  as  the  taxpayer  for 
more  than  one-half  of  such  taxable  year, 

(iii)  who  meets  the  age  requirements  of  subparagraph  (C) , 
and 

(w)  with  respect  to  whom  the  taxpayer  meets  the  identifica- 
tion requirements  of  subparagraph  (D) . 

This  may  look  like  English  to  the  experts,  but  it  is  total  gibberish 
to  most  other  Americans.  If  nothing  is  done  to  simplify  the 
impossible  language  of  the  current  lax  code,  every  American 
uii?  need  a  fajHop  just  to  figure  it  out 

Professor  James  Eustice  of  NYU  law  School  once  defined  an 
"expert"  as  "a  person  who  avoids  small  errors  as  he  sweeps  on 
to  the  grand  fallacy."  The  problem  with  the  lax  code,  he  says, 
"is  that  it  has  been  written  and  interprded  by  so  many 'experts' 
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thaiilhaslostsighiofthekathailrealpeople]  have  to  function 
under  this  system. "  The  result  is  a  tax  code  so  complex  that 
even  the  experts'  themseWes  can't  figure  it  out.  This  was  illus- 
trated by  an  annual  survey  of  tax  experts  conducted  by  Money 
Magazine.  Each  year,  the  m^azine  would  send  a  hypothetical 
tax  return  to  50  professional  tax  preparers,  and  every  year  it  got 
back  a  startling  range  of  responses,  often  encompassing  50  dif- 
feren"  answers.  Needless  to  say,  if  the  "experts"  have  ttx)uble 
understanding  the  lax  system,  the  odds  are  stacked  against  the 
rest  of  us. 

Convoluted  rules  and  regulations  force  small  businesses  to  hire 
expensive  accountants,  forgo  expansion  or  new  opportunities, 
or  in  some  cases  avoid  the  entire  mess  by  going  underground. 
Tun  Sabus  of  Denver,  Colorado,  wrote  to  the  commission:  "As  an 
entt-epreneur,  I  experience  first  hand  the  horrors  of  our  tax  sys- 
tem. It  has  grown  into  a  monstrous  predator  that  kills  incen- 
tives, swallows  time,  and  chokes  the  hopes  and  dreams  of  many. 
We  have  abandoned  several  job-creating  business  concepts  due 
to  the  tax  complexities  that  would  arise." 

Another  exasperated  business  owner,  Frank  Goodnight,  told  the 
commission  at  our  Charlotte  hearing  that  "during  the  recession 
of  1992,  our  company  paid  our  accounting  firm  more  money 
tiian  we  paid  in  taxes."  Heisnotalone:inl991,theTax 
Foundation  reported  that  small  corporations  spent  a  mini- 
mum of  $382  in  compliance  costs  for  every  $  1 00  tiiey  paid  in 
income  taxes. 

According  to  1995 1.R.S.  estimates,  businesses  will  spend  about 
3.4  billion  hours  and  individuals  will  spend  about  1.7  billion 
hours  embroiled  in  tax-related  paperwork.  That  means  neatly 
three  million  people — more  people  than  serve  in  the  U.S. 
armed  forces — work  full  time  all  year  just  to  comply  with  tax 
laws,  at  a  cost  of  about  $200  billion  a  year,  according  to  the  Tax 
Foundation.  In  economic  costs,  this  is  like  taking  every  new  car, 
van,  and  truck  that  General  Motors  builds  in  a  year  and  driving 
them  off  of  a  cliff. 

In  a  recent  hearing  before  the  House  Ways  and  Means 
Committee,  William  Dakin,  senior  tax  counsel  of  Mobil,  brought 
with  him  a  six  foot  high  stack  of  bound  papers,  weighing  1 50 
pounds.  These  were  Mobil's  corporate  tax  forms  for  1993.  It 
cost  Mobil  an  estimated  $10  million,  and  the  equivalent  of  57 
people  working  full  time  for  a  year,  just  to  figure  how  much  tax 
the  company  owed.  This  is  the  essence  of  a  brutally  complicated 
tax  system. 

Jeff  Renner,  a  real-estate  developer  firom  Bellevue,  Nebraska, 
voiced  tiie  concern  of  many  wimesses  about  the  cosdy  burden  of 
compliance:  "That  time  and  effort  and  money  did  not  educate  a 
single  child,  it  didn't  feed  a  single  family,  and  it  didn't  produce  a 
single  tangible  object  to  improve  the  life  of  anyone."  And  Roger 
McCarthy  who  nms  an  engineering  firm  in  Menio  Park, 
California,  complained  of  how  the  tax  industry  absorbs  the  high- 
tech  talent  thai  could  be  working  in  productive  fields:  "It  is  dis- 


tijrbing  that  we  are  not  competing  witii  companies  like  Intel  and 
Hewleo-Packard  for  these  top  stars,  but  rather  with  Big  Sk 
accounting  firms." 

OvERDf  lyrausivB 

There  is  no  simple  way  of  administering  a  monstrously  complex 
tax  code,  just  as  there  is  no  fair  way  of  enforcing  an  unfair  sys- 
tem. Former  Treasury  official  Ernest  S.  Christian  told  the  com- 
mission: "The  present  federal  income  tax  code  is  a  national  dis- 
grace thaL..has  characteristics  that  would  be  condemned  in  any 
human  personality.  It  is  inexcusably  class  cc  nsdous,  it  is  hypo- 
critical, it  is  meddlesome,  it  is  overbearing,  it  is  mean  and  hurt- 
ftiL  it  is  covetous,  and  above  all,  it  is  downright  foolish. "  It  is  no 
wonder  that  the  agency  charged  with  enforcing  such  a  system 
has  become  the  objea  of  increasing  public  ire. 

Perhaps  the  most  ttt)ublesome  consequence  of  our  modem-day 
income  tax  system  is  the  enormous  power  diat  Congress  has 
conferred  on  the  Inlemsl  Revenue  Service  to  force  taxpayers  to 
comply  with  the  tax  code.  TVvice  as  big  as  the  CIA  and  five  times 
tfie  size  of  the  FBI.,  the  I.RS.  controls  more  information  about 
individual  Americans  than  any  other  agency.  Without  a  search 
warrant,  die  I.R.S.  has  the  right  to  search  tiie  property  and  finan- 
cial documents  of  American  citizens.  Without  a  trial,  the  I.R.S. 
has  the  right  to  seize  property  from  Americans.  What  the  I.RS. 
calls  its  own  'presumption  of  correctiiess"  leaves  many  taxpay- 
ers feeling  that  they  are  "guilty  until  proven  innocent "  —  a  stan- 
dard which  tiims  norms  of  justice  upside  down. 

Even  tiiose  within  tiie  I.RS.  hierarchy  concede  the  inquisitorial 
nature  of  the  powers  granted  the  agency.  Fred  Goldberg,  former 
Commissioner  of  Internal  Revenue,  laments  that  "while  it  is 
unfair  to  tiie  many  fine  people  who  v/oik  there,  the  I.RS.  has 
become  a  symbol  of  tfie  most  inttTisive,  oppressive,  and  non- 
democratic  instittition  in  our  democratic  society." 

The  code  is  so  complicated  tiiat  the  I.RS.  itself  has  tt-ouble 
understanding  it  "As  a  retired  revenue  agent,  I  feel  qualified  to 
attest  to  tiie  monsttx)sity  tiiat  tiie  Internal  Revenue  Code  has 
become,"  a  citizen  from  Michigan  wrote  to  the  commission. 
"When  people  who  are  employed  to  enforce  tiie  tax  laws  have 
difficulty  understanding  its  complicated  and  sometimes  incom- 
prehensible provisions,  it's  time  for  a  change. "  Of  tiie  liens  die 
I.RS.  filed  in  1990,  a  General  Accounting  Office  stiidy  found 
16,000  errors.  The  error  rate  for  penalty  notices  to  employers 
on  tax  deposits  has  stood  as  high  as  44  percent 

Even  when  tiie  I.RS.  is  not  in  error,  many  of  its  practices  make 
tittle  sense.  For  example,  tax  documents  are  not  tieaied  as 
"timely  filed "  if  sent  by  Federal  Express  ratiier  tiian  tiie  U.S. 
Postal  Service.  The  I.RS.  charges  taxpayers  interest  even  when 
die  taxpayer  is  due  a  rehmd.  In  another  example,  one  particu- 
larly exasperated  citizen  wrote  to  tiie  commission  and  enclosed 
a  notice  just  received  from  die  I.RS.  assessing  a  paialty  against 
his  company  For  an  underpayment  of  one  cent  on  his  tax 
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returns,  the  company  received  a  letter  from  the  I.R.S.  imposing  a 
penalty  of  more  than  $150.  Others  should  be  so  hicky.  Many 
who  testified  before  the  commission  told  tales  not  just  of  tax 
penalties,  but  of  thousands  of  dollars  in  1^  fees  and  countless 
hours  widi  lawyers  in  ^orts  to  rectify  minor  and  unwitting 
infr-adions,  or  clear  their  records  of  unjust  charges. 

Id  Charlotte,  businessowner  Jean  Hodges  recounted  a  tale  of 
horror  in  which  she  was  forced  to  pay  tens  of  thousands  of  dol- 
lars and  spend  untold  hours  trying  to  correct  an  error  made  by 
her  com|uny's  bookkeeper.  "I  would  like  to  see  Congress  pass 
legislation  affording  small  businesses  relief  from  onerous  and 
intimidating  LRS.  regulations,"  she  said. 


The  preceding  pages  ilhistrate  what  is  wrong  with  the  current  tax 
system.  But  the  case  for  a  2 1st  century  tax  system  must  be  made 
by  more  than  a  mere  indictment  of  the  stanis  quo.  To  para- 
phrase Peter  Drucker  You  have  to  dedde  what's  right  before 
you  decide  what's  possible.  The  following  chapter  outhnes  prin- 
ciples upon  which  a  better  fidure  can  be  builL 
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Working  Principles 


...For  the  Wajt  America  Works 


When  a  group  of  architects  sits  down  to  design  a  new  building, 
they  don't  start  by  picking  out  the  draperies  and  choosing  the 
color  of  the  carpet.  They  begin  by  creating  the  basic  oudines  for 
the  structure  to  come.  Similarly,  the  charge  and  purpose  of  this 
commission  is  not  to  dictate  the  finishing  touches  of  finalized 
legislation.  Instead,  it  is  to  estabhsh  the  foundation  upon  which 
a  new  system  can  be  raised 

The  commission's  six  working  principles  for  a  2 1  st  century  tax 
system  are  not  isolated  ideas,  randomly  grouped,  but  rather 
principles  that  link  together  to  form  a  sequence  —  a  chain  of 
economic  DNA  —  that  can  renew  die  healdi  of  our  economy 
and  release  the  potential  of  the  American  people. 

ECONOMIC  GROWTH,  the  engine  of  opportunity  and  prosper- 
ity, can  only  be  unleashed  by  a  tax  code  that  encourages  initia- 
tive, hard  work,  and  saving. 

Such  a  system  must  be  based  on  FAIRNESS,  trea.fing  all  dtizens 
equally. 

The  system  should  achieve  SIMPUCITY  so  that  anyone  can  fig- 
ure it  out. 

A  fair  tax  system  also  requires  NEUTRAIITV,  because  the  lax 
code  should  not  pick  winners  or  losers,  or  tax  saving  more 
heavily  than  consumption. 

The  new  tax  system  also  needs  VISIBILITV  so  that  everyone  gets 
an  honest  accounting  of  government's  cost 

A  visible  tax  system  will  have  STABIUTY  so  that  people  can  plan 
for  their  fu&u-es. 

Economic  Growhi 

..because  expatuUng  opportunity,  prosperity,  and 
social  mobility  form  the  foundation  of  a  free  and 
bealtby  society. 

"None  of  the  myriad  challenges  confronting  our  nation  —  be 
they  poverty,  crime,  racial  tension,  welfare  dependence,  or  the 
budget  deficit — can  be  sohtd  without  strong  economic 
growth.  TTierefore,  any  new  tax  system  must  be  predicated,  first 
and  foremost,  on  a  commitment  to  revitalizing  the  American 
economy  and  lifting  barriers  to  opportunity. 


No  nation  has  ever  taxed  its  way  to  prosperity.  Indeed,  one  of  the 
world's  fastest  growing  economies  over  the  past  20  years.  Hong 
Kong,  has  one  of  the  lowest  marginal  tax  rate  systems  - 15  per- 
cent or  less  -  on  labor  and  capital.  Throughout  the  ages,  higher 
taxes  have  been  inversely  related  to  higher  productivity  and 
higher  growth.  Our  own  history  provides  evidence  of  diis  axiom. 

Share  of  Taxes  Paid  by  the  Top  1% 
Increased  as  the  Top  Tax  Rate  Fell 


OF  TAX 
30%—, 

TOP  TAX 
RATE 

25%- 

SHARE  OF  TAX 

A. 

-  60% 

-  50% 

20%  — 
15%- 
10%- 

^  \. 

TOP  TAX  RATE 

-  40% 

-  30% 

-  20% 

■     1     I     I     I     I — 1 — 1 — I — I — ^1 

81  82  83  84  '85  '86  87  88  89  90  91  92  93 


There  is  an  inverse  rektionsbip  between  revenue  collec- 
tions from  the  weaUby  and  high  mar^mU  tax  rates. 

America  has  ejq)eriaiced  three  periods  ofvery  strong  economic 
growth  in  this  century:  the  1920s,  the  1960s,  and  die  1980s. 
Each  of  these  growth  spurts  coincided  with  a  period  of  reduc- 
tions in  marginal  tax  rates.  In  the  eight  years  following  die 
Harding-Coflfelge  tax  cuts,  the  American  economy  grew  by  more 
than  five  percent  per  year.  Following  die  Kennedy  tax  cuts  in  the 
early  1960s,  the  economy  grew  by  nearly  five  percml  pa- year 
and  real  tax  rewnues  rose  by  29%  from  1962  to  1968  (after 
havii^  remained  flat  for  a  decade).  In  die  seven  years  following 
the  1981  Reagan  tax  cuts,  the  economy  grew  by  nearly  four  per- 
cent per  year  while  real  federal  revenues  rose  by  26  percent 
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Over  the  years,  we  have  seen  economic  ou^ut  rise  as  tax  rates 
^  (and  £afl  as  tax  rates  rose).  But  federal  revenue  raised  as  a 
percentage  of  national  output  has  remainedyib/.  As  the  accom- 
panying chart  indicates,  the  federal  government  historically  col- 
lects about  19  percent  of  gross  domestic  product  -  regardless 
of  how  high  the  tax  rate  has  been  pushed. 

Top  Tax  Rate  and  Total  Federal  Revenue 


The  definition  of  bimess  that  emerged  from  hours  of  testimony 
before  the  commission  was  dear  and  unambiguous:  Any  new 
system  must  satisfy  three  simple  goals: 

Tax  equally:  Does  it  treat  taxpayers  equally? 

True  progressivity:  Is  it  compassionate  to  tfiose  least 
able  to  pay? 

Lower  tax  rates:  Does  it  keep  the  tax  rate  low? 
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The  top  Hner^tnsents  UK  lop  pmonal  tax  rates  firm 
1952tol995-  The  bottom  1^  shows  revenue  to  the  Jed- 
end  government  ei^mssedas  a  percentage  of  total  eco- 
nomic output. 


High  rates  simply  mean  a  smaller  economy — and  less  income 
totax.  dearly,  19  percent  <rf  a  small  economy  brings  in  less  rev- 
enue than  19  percent  of  a  big  economy  One  more  reason  why 
economic  grwtfa  should  be  the  goal  of  any  new  lax  system. 

Fairness 

..JtectmseJemocnKyb  based  omAeprimciple  of 
equality  befimtbeUne. 

One  of  the  main  themes  the  commissioo  heard  in  hearings 
around  the  country  is  thai  taxpayers  are  wilhi^  to  shoulder  their 
share  of  the  burden,  as  long  as  othes  puD  their  own  weight  as 
weO.  The  current  lax  code  —  with  its  coofiision  of  proliferating 
rates,  dedudioas,  exemptions,  and  transfers  of  weahh  from  one 
coostituency  10  another — coolribuies  to  the  owerwfaelming 
coovidioa  of  many  Americans  Ihal  the  present  system  is  unfair. 


TAXEQUALCy 

To  most  Americans,  fairness  means  thai  the  rules  apply  to  every- 
body and  everybody  plays  by  the  rules.  CJiristine  Peiiiowski  of 
Richboro,  Pennsylvania,  wrote  to  the  commission:  "I  do  not 
mind  paying  my  fair  share  as  long  as  everyone  else  does,  but  I 
fed  thai  many,  many  people  and  companies  are  not  paying  their 
fair  share  because  they  have  the  money  to  hire  smart  accoun- 
tants and  lawyers." 

Under  a  simpler,  fairer  system,  no  one  will  get  out  of  paying  their 
share  —  no  matter  how  many  "smart  accountants  and  lawyers" 
they  can  afford  to  hire.  By  streamUning  the  current  Rube 
Goldberg  contraption  of  muhiple  rates  and  rules,  we  can  reduce 
the  number  of  moveable  parts  thai  are  manipulated  by  those 
who  seek  to  take  advantage  of  the  system.  Qearly,  under  the  cur- 
rent multiple-rate  system,  any  tax  "loopholes '  —  deductions, 
exemptions,  and  credits  —  are  more  valuable  to  the  wealthy 
than  to  those  in  lower  brackets,  reinforcing  the  perception  that 
the  rich  do  not  pay  thdr  fair  share.  A  single-rate  system  would 
level  the  playing  field  by  eUminating  the  current  distortion  in 
which  tax  breaks  are  worth  more  when  a  person's  income  is 
higher. 

Melvin  Bartow  of  las  Cruces,  New  Mexico,  argued  this  definition 
of  fairness  in  a  Idler  to  die  commission:  "It  is  not  right  thai  the 
harder  a  man  works,  the  more  he  is  taxed"  because  the  govern- 
ment imposes  a  higher  rate  on  each  additional  dollar  he  earns. 
A  single-rale  system  keqis  pace  with  the  taxpayer  as  he  climbs 
the  hill  of  economic  opportunity  and  does  not  weigh  him  down 
more  heavily  with  higher  rates  at  every  step  he  tries  to  take. 

For  taxable  income  above  the  personal  exemption,  if  one  tax- 
payer earns  ten  times  as  much  as  his  neighbor,  he  shoukl  pay  ten 
times  as  much  in  taxes.  Not  twenty  times  as  much  —  as  he 
would  with  multiple  and  confiscatory  tax  rates.  Not  five  times  as 
much  —  as  he  inight  with  special  loopholes.  Ten  times  as  much 
income,  ten  times  as  much  taxes.  That'sthedeaL 
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TRiiE  Tax  PROGRESsmrv 

.'\mericans  must  first  be  able  to  feed,  clothe,  and  house  their 
families  before  they  are  asked  to  feed  the  federal  spending 
machine.  A  generous  personal  exemption  will  allow  those  citi- 
zens at  the  bottom  of  the  economic  ladder  to  gain  a  foodiold  and 
begin  their  climb  before  taxes  take  effect 
Today,  those  who  tiy  to  move  from  welfare  to  work  face  the  high- 
est marginal  tax  rates  in  Ameria  when  lost  benefits  are  inchided 
—  facing  effective  tax  rates  that  can  actually  exceed  100  per- 
cent For  example,  if  a  single  mother  on  welfare  takes  a  job,  she 
stands  to  lose  more  than  a  dollar  for  every  dollar  she  earns.  Her 
first  paycheck  may  be  more  than  canceled-out  by  the  economic 
hits  she  takes  when  she  loses  Aid  to  Families  with  Dependent 
Children,  Medicaid,  Food  Stamps,  and  pubUc  housing 
allowances.  In  addition  to  losing  benefits,  she  now  also  must 
pay  Social  Security  and  Medicare  taxes,  fedeial  and  probably 
stale  income  tax,  while  facing  a  host  of  work  related  costs, 
including  transportation  and  child  care. 

We  need  a  tax  system  that  expands  opportunity  and  ftmhere  eco- 
nomic independence  by  strengthening  the  link  between  effort 
and  reward,  not  by  slapping  poverty-inducing  tax  rates  on  peo- 
ple as  soon  as  they  get  their  heads  above  water  TVue  progresav- 
ity  can  be  achieved  by  a  single  tax  rale  with  a  generous  personal 
exemption.  With  an  exemption,  a  "single  rale"  does  not  mean 
thai  everyone  pays  the  same  percentage  of  income  in  taxes.  A 
generous  personal  exemption  would  r«nove  the  burden  on 
those  least  able  to  pay,  as  incomes  rise,  die  average  tax  rate 
would  gradually  rise  up  to  the  single  rale. 

Lower  TAX  RATES 

The  consensus  of  the  majority  of  witnesses  who  wrote  to  the 
commission  can  be  summed  up  in  two  wonis:  lower  taxes. 

Historians  may  point  to  America's  beginnings  and  a  revolution 
deeply  rooted  in  reaction  to  taxation  of  the  original  thirteen 
British  colonies.  Others  reference  rehgious  traditions,  inchiding 
Moses' warning  to  Pharaoh  that  he  may  tax  up  to  one  fifth  and 
no  more  —  before  demanding  thai  he  "let  my  people  go." 
hideed,  Commissioner  Dean  Heckner  of  Iowa  touched  a  chord 
with  many  when  he  observed,  half-jokingly,  that  'the  Bible  says 
we  ought  to  tithe  and  give  10%  to  the  Lord.  Ihaveahairitinie 
with  the  concept  of  giving  more  to  government  than  we're  asked 
to  give  to  God." 

We  suspect  that  most  taq)ayCTs  have  reached  dieir  conviction 
that  taxes  are  too  high  not  by  consulting  their  history  books  or 
the  Scriptures,  but  simply  by  comparing  tfieir  weeHy  pajdjecks 
to  their  family  budgets  and  counting  all  the  sacrifices  they  must 
make  simply  to  pay  the  government  While  any  new  tax  code 
must  raise  sufSdent  revenue  to  run  die  government,  it  musl  also 


be  mindfiil  of  the  buniais  these  taxes  place  on  America's  work- 

mgfamilies.  One  way  to  reduce  this  burden  would  be  to  restrain 

government  ^)ending.  By  restoring  the  balance  of  power 

between  die  federal  government  and  the  dtizais  who  pay  its 

bills,  we  can  restore  basic  faith  in  die  system  and  keep  the  tax 
rate  low. 

SiMPucrrv 

..because  life  is  too  short  and  peace  of  mind  too  pre- 
cious to  waste  your  time  ami  lose  your  temper  trying 
tojigure  out  your  taxes. 

Rhng  tax  retons  will  never  be  anyone's  favorite  pastime,  but  nei- 
ther should  it  be  what  it  has  become:  one  of  life's  most  nerve- 
wracking,gul-wrendiing,  and  mind-numbing  chords.  Widia 
simpler  system,  taxpayers  will  be  able  to  file  didr  returns  on  a 
single  piece  of  paper  in  less  time  dian  it  takes  to  finish  your 
morning  crossword  puzzle. 

As  detailed  earlier,  die  current  tax  code  is  exceedingly  e!q)enave 
to  comply  with,  increasingly  difficult  to  enforce,  and  nearly 
nnpossible  to  understand.  Ambiguities  and  inconsistendes  in 
die  current  tax  code  increase  die  likehhood  dial  taxpayers  will 
make  mistakes  and  fall  victim  to  enforcement  techniques  con- 
sklered  by  many  to  be  infringemaiis  of  personal  liberties. 

UMigagodieaudiorsof dieftafem/trf/',^)mTOnied,  "Itwill be 
of  little  avail  to  die  people  that  die  faws  are  made  by  men  of  dieir 
own  choice  if  die  laws  be  so  vohiminous  dial  diey  cannot  be 
rod,  or  so  incoherent  dial  diey  cannot  be  understood."  A  sim- 
phfied,  fairer  tax  system  will  let  Americans  get  a  handle  on  didr 
taxes,  agrip  on  dieir  government,  and  a  hold  of  tfidr  future. 

NEimUUTV 

■■■Beamse  the  tax  code  should  not  pick  winners  or 
play  favorites,  but  allow  people  freely  to  make  deci- 
sions based  on  their  own  needs  and  dreasns. 

■Hie  tax  code  shouM  be  used  to  raise  revenue  to  nin  die  gowni- 
mait  while  doing  die  least  possible  damage  to  die  economy 

■niis  means  leaving  individuals  free  to  make  decisions  and  to  set 
priorities  based  on  economk  reality— not  on  die  bui^aucratic 
whims  of  Washington,  D.C 

Taxes  cannot  help  but  raise  die  cost  of  everydiing  diey  fall  on . 
But  at  last  diey  should  fall  on  diings  neutrally  widwut  penalizing 
one  form  of  economic  behavior  and  promoting  anodier.  As 

Senator  Robert  Bennett  of  Utah  recendy  pointed  out, 'Neutrality 
means  dot  die  tax  code  shouM  not  be  used  to  punish  die  bad 
guys  and  reward  die  good  guys.  Wejaveodierfawsfordiat" 
Unfortunately,  die  airrent  code  strives  to  ad  as  economic  traffic 

cop — giving  green  lights  to  certam  economic  adivities  and  red 
l^tstoodieis. 
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The  result  of  the  biases  and  distortions  in  the  current  system  is  to 
make  the  marltet  less  free,  the  system  less  fair,  and  families  less 
financially  secure.  As  Frank  Hayes,  a  public  accountant  who  tes- 
tified before  the  commission  in  Omaha,  remarked:  "If  there's  a 
way  to  make  tilings  simpler  and  lake  tiie  tax  aspect  out  of  mak- 
ing day-to-day  decisions,  1  think  everybody  would  become  pro- 
ductive." 

Perhaps  the  sin§Je  most  irrational  and  economically  damaging 
aspect  of  today's  code  is  tiie  layer  upon  layer  of  taxes  on  saving 
and  investinent  By  hitting  income  saved  and  invested  harder  and 
more  frequoidy  than  income  consumed,  tiie  current  system 
prompts  taxpayers  to  ^lend  today  what  they  might  otiierwise 
save  for  tomorrow.  This  is  particularly  alarming  considering  the 
problems  facing  public  retirement  programs  and  die  need  to 
strengthen  private  retirement  saving.  The  Bipartisan  Commission 
on  Entidement  and  Tax  Reform  offered  analyses  and  proposals 
on  this  subject 

Visfflnrrv 

..because  those  who  pay  the  price  ofgovemmenf 

have  a  right  lo  see  the  Ml. 

The  history  of  hidden  taxes,  rapidly  rising  rates,  and  perpetiial 
budget  d^dts  proves  that  what  you  don't  know  can  hurt  you. 
The  current  system  hides  the  cost  of  government  behind  a 
chronic  deficit  and  a  maddening  multipUdty  of  taxes  —  many  of 
which  are  virtually  invisible  to  the  tajq)ayer  who  pays  tiiem.  How 
much  did  we  pay  in  payroll  taxes  last  year?  What  excise  taxes 
were  hidden  in  the  prices  of  the  products  we  bought'  What  are 
the  tax  cost  of  exdusions,  deductions,  and  corporate  income 
taxes?  Few  of  us  know  die  answers. 

When  it  comes  to  diese  hidden  levies,  ignorance  is  expensive 
bliss  indeed. 

One  of  die  biggest  political  fictions  in  American  history  is  the 
progressive  taxation  of  "Mr.  Nobody"  -  tiie  ilhision  diat  "pain- 
less" taxes  can  be  levied  on  businesses  and  on  tiie  goods  and 
services  they  seQ.  But  goods  and  services  do  not  pay  taxes. 
People  do.  While  businesses  colled  taxes,  tiie  burden  of  paying 
tiie  "business"  taxes  uhimately  falls  on  each  one  of  us  as 
investors,  workers,  or  consumers. 

Moreover,  tiie  invisibihty  of  many  taxes  perpetuates  tfie  fantasy 
that  government  is  free  —  even  as  its  real  costs  shrink  our  pay- 
checks, sap  our  savings,  drain  our  economy,  and  inflate  the  bud- 
get defidt  to  ominous  proportions.  Bob  Genetski,  an  economist 
and  autiior  who  testified  at  hearings  in  Omaha,  told  tiie  commis- 
sion: Tlie  cost  ofgovemment  is  not  obvious  to  people.  If  you 
hide  tiie  cost  of  government  people  are  going  to  demand  more 


government  tiian  they  otherwise  would."  By  severing  die  con- 
nection between  government's  cost  and  its  consumption,  tiie 
current  system  deprives  dtizens  of  tiie  information  tiiey  need  in 
order  to  make  rational  choices  about  what  diey  want  to  buy  frnm 
Washington  and  how  much  tiiey  are  wiUing  to  spend. 

A  visible  system  gives  taxpayers  an  honest  accounting  of  gov- 
ernment's expense  and  wiU  make  it  far  more  difficult  for  politi- 
cians to  tinker  witii  tiie  tax  code  witiiout  the  democratic  consent 
of  tiiose  taxed. 

The  incurable  cynic  H.L  Mencken  once  said,  "Consdence  is  die 
inner  voice  which  warns  us  somebody  may  be  looking."  By 
making  taxes  visible,  we  can  ensure  that  someone  ahvays  will  be. 

StABom 

...Because  taxpayers  should  be  able  to  plan  for  their 
future  without  the  rules  being  changed  in  the  middle 
of  the  game. 

Everyone  has  heard  tiie  old  saw  that  tiiere  are  only  two  tilings  in 
life  that  are  certain:  deatii  and  taxes.  Given  tiie  constant  changes 
to  die  tax  code  over  die  past  few  decades,  tiie  certainty  of  taxes 
has  taken  a  perverse  twist  Like  walking  blindfolded  down  a 
ship's  gangplank,  you  know  tiie  end  is  out  tiiere — you  just 
don't  know  when  it'll  arrive,  how  far  you'll  fall,  or  how  long 
you'll  be  able  to  keep  your  head  above  water. 

This  uncertainty  has  a  debilitating  effed  on  die  economy,  making 
it  very  difficult  for  famihes  and  businesses,  particularly  small 
businesses,  to  plan  for  didr  fmit  widi  confidence.  This  exacts 
a  tremendous  cost  from  tiiose  taxpayers  and  business  owners 
who  must  struggle  to  keep  up  with  ever-shifting  ndes  and  regula- 
tions. The  retitwctive  tax  increases  passed  in  1993  packed  a 
double-whainmy — changing  tiie  niles  when  die  game  was  half 
over.  A  stable  tax  code  must  allow  individuals  to  start  a  business, 
buy  a  house,  lake  out  a  loan,  put  money  into  savings,  or  plan  for 
tiieir  chddien's  education  without  fear  of  what  might  hirk 
behind  die  next  election  cyde. 


We  know  what  works. .  .Freedom  works.  And  only  principles  for 
tax  reform  dial  maximize  freedom  can  yield  die  opportunities, 
economic  growtii,  and  untold  possibdities  for  human  advance- 
ment tiiat  are  its  fniits.  In  his  last  public  address,  Abraham 
Lincohi  declared  diat  ■finportanl  principles  may  and  must  be 
inflexible. "  By  laying  down  diese  important  principles,  diis  com- 
mission hopes  to  help  buiW  a  hiture  of  growing  prosperity  for 
many  generations  to  come. 
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A  New  Tax  System  For  The  21"^  Century 


RECOMMENDAnONS 


Among  the  hundreds  of  testimonies  and  citizen  leHers  reviewed 
by  this  commission,  one  of  the  most  compelling  was  tfiat  of  Van 
Woods,  owner  of  Sylvia's  Restaurant  Mr.  Woods  and  his  family 
run  a  successful  soul  food  establishment  in  the  hean  of  Hariem, 
a  community  with  painfiilly  high  unemployment  In  concluding 
his  testimony  to  the  commission,  he  said,  "Opportunity  is  the 
ability  to  look  in  the  face  of  my  son  and  say:  'I  don't  know  if  you 
t«ff  succeed,  but  you  can.' " 

The  objective  of  this  commission,  the  aim  of  its  members,  is  to 
help  make  that  promise  a  reality — not  just  for  Mr.  Woods'  chil- 
dren, but  for  every  child  in  every  neighborhood  in  America's 
21st  century 

In  submitting  these  recommendations,  the  commission  does  not 
seek  to  loss  yet  another  piece  of  legislation  on  the  table.  Nor  was 
its  goal  to  pick  and  choose  among  existing  plans,  or  worse,  cre- 
ate a  hodgepodge  compromise  from  elements  of  easting  alter- 
natives. Wlwi  we  are  offering  to  the  American  people  and  their 
elected  officials  is  a  set  of  standards — a  quality  control  —  thai 
any  new  plan  must  meet  if  it  is  to  merH  the  bold  objective  of 
replacing  the  current  tax  code  with  a  fair  and  simple  system. 
The  preceding  chapter  provides  one  half  of  the  check-list  the 
principles  that  any  new  system  should  onbody.  This  chapter 
provides  the  other  half:  key  recommendations  that  any  new  sys- 
tem should  follow. 

Tlie  core  recommendations  of  the  National  Commission  on 
Economic  Growth  and  Tax  Reform  are: 

■  Adopt  a  single,  low  tax  rate  with  a  generoas  per- 
sonal exemptioa 

■  Lower  the  tax  burden  on  America's  working  {amilJes 
and  remove  it  on  those  least  able  to  pay 

■  End  biases  against  work,  saving,  and  investment 

■  Allow  fill]  deductibility  of  die  payroll  tax  for  work- 
ing men  and  women 

■  Require  a  two-thirds  super-majority  vote  in 
Congress  to  increase  tax  rates 

We  believe  thai,  with  a  pro-growth,  pro-family  tax  system,  we  can 
achieve  these  goals  widiin  the  context  of  budget  equilibrium. 
The  commission  believes  thai  this  new  tax  system  can  satisfy  our 
six  working  principles: 

■  Economic  growth  through  incentives  to  work,  save,  and 
invest; 

■  Fairness  for  all  taxpayers; 

■  Sfanplidty  so  that  anyone  can  figure  it  out; 


■  Neutrality  so  that  people  and  not  government  can  make 
choices; 

■  Visibility  so  tbat  people  know  die  cost  of  government;  and 

■  Stability  so  thai  people  can  plan  for  their  future. 

The  foDowing  pages  explain  the  core  recommendations  in  light 
of  these  principles,  and  explore  some  of  the  trade-offis  involved 
in  reaching  a  system  thai  meets  these  goals.  This  chapter  also 
touches  on  a  few  of  the  corollary  points  dial  flow  from  these 
main  recommendations.  Staff  discussion  p^)ers  are  provided 
for  tfiose  wbo  seek  more  detail  on  tbe  concq)ts  involved. 

RECOMMENDATIONS 

5*^gte  Tiw  tote.  A  single  rate  is  a  fair  rate.  One  tax  rate,  cou- 
pled widi  a  generous  personal  exemption,  together  produce  a 
progressive  average  lax  rale.  Low  income  tajqayers  would  owe 
little  or  no  tax.  Bui  everyone  wbo  earns  enough  to  cross  the 
direshold  of  die  exeuiption  would  face  exactly  die  same  tax  rate 
on  any  additional  income. 

A  single-rate  system  is  not  only  fair,  it  also  can  satisfy  the  princi- 
ples of  anq)licify,  visibilify,  and  stabilify.  A  single  rate  is  cleaify 
simple,  and  it  is  highfy  visible:  one  rate — as  opposed  to  die 
cuirenl,  confusing  mess — will  stand  out  and  be  remembered 
byalL  A  simple,  viable  system  also  can  be  stable:  by  keeping 
our  eyes  on  die  single  rate,  we  can  keep  politicians'  hands  off  it 

Nobd  Prize-winning  economist  FA  Hayek  described  economic 
redistribution  through  multiple  tax  rates  as  "the  chief  source  of 
irresponsibility"  in  politics  and  "the  crucial  issue  on  which  die 
whole  character  of  fi.^ture  society  will  depend"  A  system  of  grad- 
uated marginal  rates  viofaies  die  principle  of  fairness  —  dial  if  a 
law  iq^lies  to  citizen  A,  it  must  equaOy  appfy  to  citizen  B. 
Take,  for  example,  two  wheal  produceR,  each  fanning  die 
same-sized  plot  of  land  One  ofthem  produces  1,000  bushels  of 
wheat;  die  odiet;  tiiroi^  harder  work  and  more  careful  land 
managHnent,  produces  1 ,200  bushels.  To  tax  die  income  rep- 
resented by  die  additional  200  bushels  of  wbeat  more  heavify 
dian  die  income  represented  by  die  first  1 ,000  would  be  demon- 
strabfy  unfair  to  die  more  productive  farmer.  And  yet,  diat  is  die 
nature  of  a  muhi-rate  tax  system:  it  takes  more  from  people  for 
dieir  hard  work,  creativify,  and  success. 

Tlie  added  output  -  and  die  resulting  added  income  —  of  one 
taxpayer  does  not  diminish  his  neighbor,  and  is  not  earned  at 
his  neighbor's  expense.  Indeed,  it  expands  economic  o^wrtu- 
nify,  increases  die  availabilify  of  goods  and  services,  and  he^ 
odiers  be  more  productive  as  weD. 
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True  progressivity  requires  a  low  tax  rate  coupled  with  a  gener- 
ous personal  exemption.  This  would  gi^t  low-income 
Americans  an  "economic  head-start"  —  allowing  them  to  begin 
their  climb  toward  economic  independence  before  they  are 
asked  to  shoulder  their  share  of  government's  cost  The  larger 
goal  is  to  move  beyond  merely  maintaining  low  income 
Americans  at  subsistence  level  livelihoods  toward  giving  them  an 
opportunity  to  permanently  escape  poverty. 
Here,  as  elsewhere,  there  are  trade-ofe  invohed.  The  goal  of 
protecting  those  least  able  to  bear  the  burden  of  taxation  con- 
flicts with  the  principle  of  visibility:  those  exempt  from  taxes 
don't  see  the  price  of  the  goveniment  services  we  all  pay  for. 


Bias  acainst  saving  and  iNVEsraEffr. 

Multiple  taxation  creates  a  huge  bias  gainst  saving  and 
investment  tliat  must  be  eliminated  in  a  new  system. 
Consider,  for  example,  the  effed  of  the  current  system  on 
a  family  in  the  28  percent  tax  bracket  thai  earns  an  extra 

$1,000. 

Of  thal$l,000,  they  will  pay  $280in  federal  income  tax 
and  keep  $720.  If'theyspend  that  $720,  say,  taking  the 
family  to  Disneyland,  diey  incur  no  further  federal  tax,  no 
matter  how  many  times  tbey  ride  the  Space  Mountain." 

Bui  suppose,  instead,  diey  decide  to  invest  the  income  in 
stocks  to  create  financial  security' for  their  future.  Bad 
move,  says  the  current  tax  code. 
First,  they  already  had  to  pay  income  taxes  to  ha\'e  the 
$720  to  invest  Second,  the  company  in  which  they 
tavestwill  generally  pay  tax  at  a  35  percmt  rale  on  the 
returns  on  the  amount  invested,  liird,  if  die  company 
paj?  dividends,  the  family  will  pay  a  28  percent  tax  on  the 
dividends  they  receive,  .illematively,  if  the  company 
retains  the  after  tax  income  for  ranvestment  or  finds 
other  vws  to  boost  future  earnings,  the  stock  price  will 
rise.  The  fimire  earnings  will  be  taxed,  and  if  the  family 
seDs  the  stock,  it  will  pay  a  capital  gains  tax  at  a  28  per- 
cent rate  (see  below).  Fourth,  if  they  hold  die  proceeds 
of  the  sale  until  death,  they  will  be  subjea  to  an  estate  tax 
that  can  go  as  hi^  as  55  percent 

Bo*  the  investmait  in  the  stock  market  and  the  invest- 
ment in  the  family  Urip  produce  rauras — oai  yields 
warm  memories  of  the  past,  the  other  provides  real  hope 
for  the  ftrture.  The  returns  on  the  investment  in  the  trip 
are  not  subject  to  tax;  die  returns  on  the  investmmt  in  the 
stock  market  are.  (Staff  discussion  papers  contain  ftir- 
ther  information  on  the  tax  code's  1 
investment) 


The  commission  believes  thai  the  costs  —  both  economic  and 
moral  —  of  burdening  low-income  people  with  taxes  that  can 
bar  them  from  reaching  dieir  fullest  potential  outweigh  compet- 
ing concerns.  By  offering  low-income  Americans  a  window  of 
economic  opportunity,  the  personal  exemption  can  help  Uberate 
those  whom  the  public  seaor  has  failed  to  help  and  the  private 
sector  has  failed  to  reach. 

lower  Tax  Rales.  The  commission  recommends  that  the  sin- 
gle rale  be  as  low  as  possible.  We  encourage  the  adoption  of 
such  a  low  rate  within  the  framework  of  budget  equihbrium. 
Furthermore,  we  strongly  urge  thai  the  rate  be  lowered  over  time 
as  a  growing  economy  yields  rising  revenues.  We  recommend 
that  added  revenues  be  considered,  not  as  more  Monopoly 
money  for  Washington,  but  as  a  "growth  diindend"  to  be  paid 
out  to  the  American  people. 

Eliminate  biases  against  work,  saving,  and  invest- 
ment. The  principles  of  fairness  and  neutrality  require  that  all 
income  be  taxed  the  same,  whedier  it  is  used  for  consumption 
or  saving,  whether  it  is  produced  in  small  businesses  or  large 
corponuions,  and  whedier  it  is  earned  by  employees  or  the  self 
employed. 

Under  die  current  system,  income  that  is  used  for  consumption 
is  taxed  once,  while  income  diat  is  saved  is  taxed  again  and 
^ain.  For  businesses,  complex  depreciation  rules  mean  that 
income  from  investment  in  buildings  and  equipment  is  over- 
stated. This  forces  people  to  pay  taxes  before  diey  have  recov- 
ered die  cost  of  dieir  invesunent 
The  box  at  left  provides  an  example  of  die  problems  created  by 
die  current  tax  code. 

The  biases  result  in  less  work,  sa\ing,  and  investment,  lower  pro- 
ductivity and  vrages,  fewer  jobs,  less  income  to  spend  on  housing 
and  education,  and  fewer  assets  to  ftimish  income  in  retirement 
dian  would  odierwise  be  die  case.  As  die  example  at  left  demon- 
strates, diese  biases  affect  every  family  diat  is  trying  to  save  for  die 
ftittire. 

In  order  to  end  diese  biases,  die  lax  system  must  eidier  kt 
sailers  deduct  tlieir  saiing  or  exclude  the  returns  on  the  sav- 
ingfiom  their  taxable  income  It  must  end  double-taxation 
of  businesses  and  their  owners  md  permit  expensing  of 
investment  oiUlays.  ft  must  also  address  die  following  issues: 

Capital  Gains  Taxes  If  a  new  tax  system  is  to  eliminate  biases 
against  saving  and  investment  it  also  must  abolish  separate 
taxation  of  capital  ^ins.  As  commissioner  Ted  Forstmann 
said,  "The  biggest  depressant  on  die  rate  of  capital  formation  is 
die  risk  of  confiscation  by  die  government"  The  United  States 
now  imposes  some  of  die  highest  tax  rates  on  capital  of  any 
developed  nation  -  a  28  percem  tax  on  long-tenn  capital  gains 
unindexed  for  inflation.  Compare  diat  widi  a  16  percem  rate  in 
France;  a  1  percent  rale  in  Japan;  and  a  zero  tax  on  capital  gains 
in  Hong  Kong,  Germany,  Soudi  Korea,  Singapore,  and  Malaysia. 
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The  resull  is  lo  punish  risk  taking,  shrink  the  pool  of  capital 
needed  for  investment,  and  deprive  would-be  entrepreneurs  of  a 
chance  to  climb  the  ladder  of  economic  opportunity.  "The  tax 
on  capital  gains,"  argued  President  Kennedy  in  1963,  "directly 
affects  investment  decisions,  the  mobility  and  the  flow  of  risk 
capital. ..the  ease  or  difficulty  experienced  by  new  ventures  in 
obtaining  capital,  and  thereby  the  strength  and  potential  for 
growth  in  the  economy" 

By  shrinking  the  supply  of  available  seed  com,  the  capital  gains 
tax  acts  as  a  future  tax  on  wealth  to  be  realized,  businesses  to  be 
built,  and  jobs  to  be  created.  Those  hardest  hit  are  not  the 
wealthy  -  who  by  definition  have  their  capital  gains,  their  wealth, 
behind  them  -  but  rather  all  those  who  have  yet  to  reahze  their 
capital  gains:  the  poor,  the  young,  and  minorities. 

"Death"  Taxes.  It  makes  little  sense  and  is  patently  unfair  to 
impose  extra  taxes  on  people  who  choose  to  pass  their  assets  on 
to  their  children  and  grandchildren  instead  of  spending  them 
lavishly  on  themselves.  Families  faced  with  these  confiscatory 
taxes  often  find  themseWes  forced  to  sell  off  farms  or  businesses, 
destroying  jobs  in  the  process.  "We  must  help  to  save  the  family 
farm,  ranch,  and  business,"  said  Commissioner  Jack  Paris. 

Unfortunately,  family  businesses  often  get  hit  hardest  because 
they  can't  afford  to  hire  expensive  lawyers  and  accountants.  As 
Douglas  Darch  of  Wake  Forest,  North  Carolina  testified  to  the 
commission:  "There  is  something  wrong  witli  a  tax  system  that 
results  in  the  systematic  dismanthng  of  small  businesses  to  meet 
estate  tax  obligations." 

The  ttagedy  is  that  while  these  taxes  cause  much  suffering  for 
taxpaying  families,  they  generate  a  relatively  small  amount  of  rev- 
enue. Estate  and  gift  taxes  appear  to  count  for  less  than  1  %  of 
federal  revenues  -  but  even  that  low  figure  is  exaggerated  and 
misleading.  Professor  Douglas  Bemheim  of  Stanford  University 
testified  before  the  commission  that  the  estate  tax  may  not  really 
raise  any  revenue  at  all,  because  more  income  tax  is  lost  from 
"estate  planning"  than  is  ultimately  collected  at  death. 

FullDeduaibiUty  of  Payroll  Taxes  for  All  Working 
Americans. 

The  Commission  recommends  that  federal  payroll  taxes  be  fiilly 
deductible — both  for  employers  and  employees.  Many 
employers  and  employees  pay  more  in  payroll  taxes  than  they  do 
in  federal  income  taxes.  Making  these  taxes  deductible  for  both 
employers  and  employees  will  reduce  obstacles  to  hiring  more 
workers  and  will  fuel  America's  job  growth  into  the  2 1st  century. 

Under  the  current  tax  system,  workers  pay  income  tax  on  their 
Social  Security  tax  — ataxonatax.  Employers  can  deduct 
their  half  of  the  payroll  tax,  but  employees  cannot  The  com- 
bined burden  of  both  income  and  Social  Security  tax  is  particu  - 
laily  hard  on  workers  with  incomes  too  high  to  be  eligible  for 
the  Earned  Income  Tax  Credit  (roughly  $25,000),  but  too  low  to 
be  below  the  threshold  where  the  Social  Security  tax  slops  being 


taken  out  of  paychecks  (about  $63,000). 

When  employer  and  employee  payroll  taxes  of  1 53%  are  taken 
into  account,  workers  in  the  28%  lax  bracket  acttially  face  a  bru- 
tal marginal  tax  rate  of  more  than  43%  on  any  additional  income 
they  earn.  A  single  low  tax  rate  would  help  relieve  this  demoral- 
izing tax  penalty  on  work  and  saving.  But  it  still  leaves  a  tax  on  a 
tax. 

Making  the  Social  Security  tax  deductible  would  help  reduce  the 
combined  marginal  tax  rates  on  middle-income  taxpayers  who 
get  hit  by  both  taxes.  A  one-earner  couple  with  a  $40,000 
income  currently  pays  tax  as  though  the  couple  really  received 
the  entire  $40,000  —  even  though  they  have  already  paid  over 
$3,000  as  their  share  of  the  payroll  tax,  leaving  less  than 
$37,000  on  which  diey  could  possibly  pay  income  taxes.  By 
making  the  payroll  tax  deductible,  income  taxes  would  be  calcu- 
lated on  the  basis  of  working  families'  real  net  incomes. 

This  need  for  change  was  highhghted  in  a  citizen  later  to  the 
commission  from  Spencer  Wedel  of  Flagstaff,  Arizona,  who 
described  the  Social  Security  payroll  tax  as  "a  huge 
heartache...Is  there  no  way  to  stop  this  'hidden'  tax?,..If  we  could 
eliminate  this  unfair  mandated  tax,  our  business  would  hire  two 
more  people." 

A  Two-Tbirds  Majority  Vote  in  Congress  To  Raise  The 
Tax  Rate.  The  commission  recommends  that  the  new  system 
be  guaranteed  both  stability  and  longevity  by  requiring  a  super- 
majority  vote  of  both  houses  of  Congress  to  raise  the  rate. 

In  hearings  across  the  country,  one  depressing  but  all-too-famil- 
iar response  from  taxpayers  could  be  bluntly  par^hrased  as: 
"Change,  schmange.  Thai's  what  you  guys  said  the  fast  time  you 
talked  about  tax  reform."  The  roller-coaster  ride  of  tax  policy  in 
the  past  few  decades  has  fed  citizens'  cynicism  about  the  possi- 
bility of  real,  long-term  reform,  while  fiiehng  frustration  with 
Washington.  The  initial  optimism  inspired  by  the  low  rates  of  the 
1986  Tax  Reform  Act  soured  into  disillusionment  and  anger 
when  taxes  subsequently  were  hiked  two  times  in  less  than  seven 
years.  The  commission  believes  that  a  two-thirds  super-majority 
vote  of  Congress  will  earn  Americans'  confidence  in  the 
longevity,  predictability,  and  stability  of  any  new  tax  system. 

Hie  goal:  A  single  low  rate  on  income  with  a  generous 
personal  exemption,  a  lower  burden  on  working  £ami- 
lies,  an  end  to  biases  in  the  tax  code — all  set  in  the 
stone  of  a  congressional  super-maiority.  Ilie  recom- 
mendations in  this  chapter  form  the  core  framework  for 
a  new  21st  century  tax  system. 

OTHER  ISSUES 

Deductions  and  Exclusions 

Concerns  about  special  provisions  in  the  existing  tax  code  have 
the  potential  to  derail  debate  over  the  merits  of  a  new  tax  system 
and  die  tremendous  benefits  it  could  bring  to  the  American 
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economy.  There  are  important  social  and  economic  conse- 
quences of  certain  deductions  and  exclusions.  The  commission 
believes  they  should  be  considered  with  an  eye  to  their  impact 
on  the  lax  rate,  the  costs  to  the  Treasury,  and  the  consequences 
of  change  —  and  wifliin  the  context  of  the  values  of  the 
American  people.  For  example,  the  home  mortg^e  interest 
deduction  has  spurred  home  ownership  in  America;  an  impor- 
lant  goal  of  our  commission  is  to  spread  ownership  to  give  more 
people  a  stake  in  the  system.  And,  at  a  time  when  America  needs 
a  renaissance  of  private  giving  and  commitment  to  overcome 
diose  social  problems  which  government  programs  have  either 
failed  to  improve  or  made  worse — we  need  a  system  which 
encourages  people  to  take  more  responsibility  for  communities 
and  neighbors  in  need.  We  welcome  debate  over  die  best  way  to 
protect  diese  institutions  and  preserve  die  values  they  represent 
within  die  context  of  die  dynamic  new  tax  system  we  aivision. 

Simplify  Intematiotuil  Taxation:  Congress  should  con- 
sider a  territorial  tax  system.  The  current  system  of  taxing  inter- 
national business  operations  is  one  of  die  most  complicated 
parts  of  die  Internal  Revenue  Code.  It  leads  to  enormous  costs 
of  compliance  and  enforcement,  raises  little  revenue,  and  dam- 
^es  die  competiti\'eness  of  U.S.  businesses  operating  abroad. 
Further,  it  encourages  diem  to  keep  reinvesting  profits  abroad 
radier  dian  bringing  die  money  back  home  where  it  could  be 
reinvested  in  ,\merica. 

Whatever  new  tax  system  is  chosen,  diere  must  be  a  dearer,  sim- 
pler, and  more  certain  determination,  relathre  to  current  prac- 
tice, of  what  income  is  foreign  or  domestic  or  what  international 
transaction  is  taxable.  In  addition,  attention  must  be  given  to  die 
proper  tax  treatment  of  foreign  source  Ucense  fees,  royalties, 
•and  odier  intangibles  so  as  not  to  discourage  research  and 
development  in  die  United  States. 

Strengthen  Private  Retirement  Saving:  Thecommisaon 
is  particularly  concerned  diat  Americans  are  not  saving  enough 
for  dieir  own  retirement.  A  tax  system  diat  eliminates  the  bias 
against  saving  is  essential  to  encourage  people  to  accumulate 
more  assets  du-oughout  dieir  lives.  TTiere  is,  however,  no  guar- 
antee diat  all  individuals  or  families  wdl  save  enough  to  be 
secure  and  financially  independent  in  dieir  retirement,  even 
under  a  new  tax  system. 

Widi  die  problems  facing  public  retirement  programs,  it  is 
essential  dial  private  retirement  saving  be  strengdiened.  Without 
sufficient  retirement  saving,  many  people  will  become  dqiec- 
dent  upon  die  government  in  dieir  old  age,  necessitating  adier 
sharp  increases  in  taxes  on  hitiire  generations  or  a  significandy 
diminished  standard  of  hving.  Providing  strong  encouragement 
for  individuals  and  todies  to  take  responsibilily  for  dieir  own 
retirement  wiU  go  a  long  way  toward  preventing  uncontrolled 
growdi  of  government  whde  ensuring  a  more  comfortable,  more 
secure,  and  more  independent  retirement 

Therefore,  any  tax  system  should  encour^  people  to  sare  for 


dieir  own  retirement  Further,  die  commission  recommends 
dial  Congress  begin  die  process  of  policy  changes  dial  wdl  result 
in  people  taking  more  res'ponsibilit\'  for  dieir  own  retirement 
saving.  Odier  changes  widiin  die  overall  income  and  payroll  lax 
systems  also  should  be  considered. 

Measuring  Results 

One  of  die  chief  objectives  of  adopting  a  new  tax  system  is  to  pro- 
mote economic  growth.  If  we  are  successful,  die  added  growdi 
wUI  provide  die  tax  revenues  to  pay  for  a  portion  of  die  change  in 
die  tax  law.  Fadure  to  count  diese  added  revenues  will  make  it 
appear  more  difficult  to  make  die  necessary  tax  changes. 

One  couldn't  catch  die  blossoming  of  a  rose  in  a  split-second 
single-frame  exposure,  or  captiire  a  speeding  bullet  widi  time- 
lapse  photography  Simdarly,  die  tools  widi  which  we  anticipate 
and  examine  changes  in  government  policies,  including  tax  pol- 
icy, must  mirror  die  way  the  economy  actiially  changes  as  a 
result  of  diese  actions. 

When  a  bdl  is  being  debated  before  Congress,  members  are 
required  to  produce  estimates  of  die  costs  of  die  legislation.  For 
years,  Congress  has  used  what  are  called  "static  revenue  esti- 
mates" to  produce  diese  figures.  Static  revenue  estimates  attempt 
to  predict  fiitiire  government  revenues  by  applying  die  new  law 
to  today's  economy  as  diough  it  would  not  be  affected  by  die  new 
law.  History  has  shown  diat  diese  estimates  are  limited  in  dieir 
abdity  to  predict  revenues. 

We  recommend  dial  Congress  instead  use  estimates  diat  mea- 
sure die  impact  poUcy  changes  wdl  have  on  people's  behavior 
and  on  firture  economic  activity,  and  diat  dierefore  more  accu- 
rately predict  impHcations  for  future  revenue  collections.  Use  of 
dus  "dynamic"  scoring,  of  course,  must  be  based  upon  realistic 
assumptions  regarding  tax  rates,  tax  revenues,  and  economic 
activity.  It  is  essential  to  avoid  overly  optimistic  as  well  as  overly 
pessimistic  projections.  (Further  daails  are  provided  in  die  staff 
discussion  papers.) 

TRANSmON  ISSUES 

The  defenders  of  die  statiis  quo  wdl  say  diat  our  recommenda- 
tions for  a  new  tax  system  will  mean  a  tax  increase  on  die  middle 
class  or  cause  a  flood  of  red  ink. 

We  stitingly  disagree.  The  diinking  behind  our  current  tax  .sys- 
tem Is  a  model  diat  does  not  fit  tomorrow's  world.  Complainers 
fad  to  understand  die  new  world  diat  diis  new  system  will  create. 
The  tax  reform  we  envision  wdl  aeate  a  different  dimate  for 
economic  growdi.  It  wdl  lift  incomes.  It  wdl  reduce  interest 
rales.  It  wdl  put  people  to  work.  It  wdl  reduce  die  use  of  tax 
shehers.  It  Ml  reduce  die  need  for  social  safety-net  spending.  It 
wdl  foster  mdlions  of  new  businesses  and  jobs.  In  die  process, 
die  transition  wdl  help  to  pay  for  itself. 

TTiat  doesn't  mean  diere  will  not  be  difficult  issues  to  address 
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during  the  transition.  In  particular,  policy  makers  must  take 
care  to  protect  existing  savings,  investments,  and  other  assets. 
Whatever  the  challenges  this  change  presents,  we  beUeve  that 
none  of  the  issues  is  insurmountable. 

Whatever  equivocations  there  may  be  toward  the  future,  we  must 
not  let  them  rob  us  of  the  unparalleled  economic  growth,  the 
unimagined  opportunities  for  human  fulfillment  and  advance- 
ment that  now  lay  trapped  within  the  cage  of  the  current  system, 
waiting  for  us  to  open  the  door. 

CoNaiisioN 

The  recommendations  outUned  here  can  lay  the  groundwork  for 
a  pro-growth,  pro-family  tax  code  for  America's  2 1  st  century  As 
construction  of  the  new  system  moves  forward,  there  will  be 
many  decisions  to  be  met  and  made  along  the  way.  While  we 
have  tried  to  raise  a  number  of  those  issues  here,  and  clarify 
others  in  the  discussion  papers,  it  is  impossible  to  anticipate 
every  question  that  will  arise  as  we  move  toward  a  new  system. 

We  urge  that  the  American  people  participate  in  this  debate  at 
every  step  of  the  way  This  is  all  the  more  crucial  given  the  criti- 
cal nature  of  the  transition  issues  invoked  as  replacement  of  the 
current  system  gets  underway  Haifa  century  ago,  the  economist 
Joseph  Schumpeter  described  capitalism  as  inseparable  from 
"the  perennial  gale  of  creative  destruction."  In  the  transition  to 
a  fairer  system  and  a  freer  market,  the  winds  of  change  are 
bound  to  inaease.  Those  who  have  a  stake  in  the  status  quo  will 
not  welcome  change;  others  may  prefer  the  cramped  confines  of 
the  familiar  present  to  the  uncertainty  of  a  yet  realized  future. 

If  the  taxpayer  testimonies  we  listened  to  and  letters  we  received 
bear  any  evidence  of  the  broader  mood  of  the  country,  we 
believe  that  Americans  are  overwhelmingly  eager  to  make  that 
change,  ready  for  its  challenges,  and  look  forward  to  its 
opportunities. 

It  has  been  a  privilege  for  us  to  serve  on  this  commission,  and 
each  of  us  has  taken  the  responsibility  very  seriously.  We  have 
been  educated  and  inspired  by  the  many,  many  Americans  we 
have  talked  with.  While  the  tax  system  is  in  serious  disrepair,  the 
American  spirit  and  will  for  change  are  stronger  than  ever.  We 
thank  Senate  Majority  Leader  Dole  and  Speaker  Gingrich  for  giv- 
ing us  this  opportunity  by  delegating  us  to  do  this  important 
work. 

We  quote  in  this  report  many  of  the  citizen  witnesses  who  wrote 
to  us  and  who  testified  at  our  hearing.  We  thank  them  and  the 
many  expert  witnesses  who  prepared  testimony  and  answered 
our  many  questions  about  the  intricacies  of  tax  reform. 

We  are  very  much  indebted  to  the  lawmakers  who  have  spent 
years  of  thefr  careers  studying  tax  reform,  inspiring  serious 
debate  on  die  flaws  of  the  current  system,  and  developing  pro- 
posals for  major  tax  reform.  Among  them:  House  Majority 
Leader  Dick  Armey,  Ways  and  Means  Chairman  Bill  Archer, 


Senate  Budget  Chairman  Pete  Domenid,  Senator  Sam  Nunn, 
Joint  Economic  Committee  Chairman  Connie  Mack,  Senator  Bob 
Bennett,  and  Congressman  Dick  Gephardt  Others  whose  work 
has  been  invaluable  to  the  process  include  Senator  Richard 
Shelby  Senator  Richard  Lugar,  Senator  Arlen  Specter,  ranking 
Ways  and  Means  Committee  member  Sam  Gibbons,  and  many 
odiers. 


It  has  been  said  that  every  breakthrough  in  human  understand- 
ing has  come  in  the  form  of  a  simplification.  The  complex, 
bureaucratic  tax  code  of  the  20th  century  will  not  enable  us  to 
keep  pace  with  the  complex  and  rapidly  changing  world  of  the 
2 1st  century.  A  simplified  tax  code  would  have  an  instant  impact 
on  peoples'  lives  — frwing  up  time,  energy  and  resources  cur- 
rently wasted  in  costly  compliance  for  productive  endeavors. 

The  impact  on  the  economy  would  be  immediate  and  profound, 
putting  the  goal  of  a  doubled  economic  growth  rate  within  our 
reach.  The  moment  the  dead  weight  and  distortions  of  the  cur- 
rent tax  system  are  Med  fi^m  our  economy,  the  explosion  of 
new  investment,  new  businesses,  and  new  jobs  woiild  transform 
the  economic  and  social  landscape  of  our  country.  A  newly  gal- 
vanized economy  would  create  work  for  all  those  who  wanted  it, 
unleash  unim^ined  innovations,  act  as  a  magnet  for  capital 
from  all  over  the  world,  and  boost  wages  and  living  standards 
for  America's  working  families. 

We  also  believe  that  a  new  tax  code  can  help  replenish  the  well- 
springs  of  public  trust — in  oiff  government,  in  each  other,  and 
inourseh'es.  By  treating  citizens  equally  and  with  respect,  a  new 
tax  code  can  restore  faith  in  the  basic  fairness  of  the  system.  A 
simplified  system  will  eliminate  the  fear  that  special  advantages 
hide  in  complexity,  wbile  restoring  citizens'  confidence  in  their 
own  abihty  to  comply  with  the  code. 

This  vision  of  thefuture  is  rootedinbotha  realism  about  hiuian 
nature  and  an  idealism  about  human  potential.  We  recognize 
that  a  new  tax  code,  no  matter  how  radical,  cannot  solve  all 
problems.  It  cannot  make  fathers  love  mothers  or  guarantee 
children  happy  homes.  Government  rrform,  however  vast  or 
vaunted,  cannot  change  hearts. 

But  it  can  lift  hopes.  At  its  best,  it  does  this  by  seeking,  as  Lincoln 
did,  "to  elevate  the  condition  of  men — to  lift  artificial  weights 
from  all  shoulders — to  dear  the  paths  of  laudable  pursuit  for 
all." 

By  freeing  dtizens  fix)m  the  costly  encumbrances  of  the  current 
tax  code,  by  restoring  the  link  between  effort  and  reward,  by 
allowing  individuals  to  save  and  invest  in  their  future,  and  by 
unleashing  the  pent  up  power  of  our  economy,  this  new  system 
can  lead  to  Lincoln's  "new  birth  of  freedom,"  and  laimch  us  into 
the  next  American  century. 
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Biographies 


Chairman  yoct  Kemp  is  founder  and  current  co-direaor  of 
Empower  America,  a  public  policy  and  advocacy  organization. 
Kemp  served  as  Secretary  of  the  U.S.  Department  of  Housing  and 
Urban  Development  in  the  Bush  Administration,  and  repre- 
sented the  Buffalo,  N.Y.,  area  for  18  years  in  the  U.S.  House  of 
Representatives.  He  played  professional  football  for  ]  3  years  as 
quarterback  for  the  San  Diego  Oiargers  and  Buialo  Bills.  His 
father  was  a  small-businessman  who  helped  start  a  small  truck- 
ing company  in  and  around  Los  Angeles,  CA. 

"If you  tax  something,  you  get  less  of  it.  If  you  subsidize 
something,  you  get  moK  if  it.  The  problem  in  America  toda)i 
is  that  we  are  taxing  work,  savings,  irwestment,  and  produc- 
tivity; and  tte're  subsidizing  debt,  welfare,  consumption, 
leisure,  and  mediocrity. " 


J.  Kenneth  Blackuiell  lived  in  public  housing  for  the  first 
seven  years  of  his  life  only  to  later  pioneer  housing  reforms  as 
the  Deputy  Undersecretary  of  the  U.S.  Department  of  Housing 
and  Urban  Development.  Today,  he  serves  as  Treasurer  of  the 
Stale  of  Ohio,  having  previously  held  public  office  on  the 
Ondnnati  City  Council  before  becoming  mayor  of  Cincinnati. 
He  is  a  member  of  the  Coimdl  on  Foreign  Relations  in  New 
York,  and  previously  served  as  US.  Ambassador  to  the  United 
Nations  Human  Rights  Commission  and  as  vice  president  of 
Xavier  University  in  Cincinnati. 

"Tbere  is  somethit^fiindamentaUy  wrong  with  a  tax  system 
that  costs  Americans  $250  billion  to  comply.  A  simpler  tax 
system  would  help  break  the  chains  that  currently  bind 
entrepreneurial  spirit. " 


Vice  Chairman  Edwin  J.  Feulner,Jr.  is  president  of  the 
Herit^e  Foundation,  a  leading  pubUc  pohq  group  in 
Washington,  DC.  He  also  senes  as  chairman  of  the  Instibite  for 
European  Defense  and  Strategic  Stiidies  in  London.  Feutaer, 
who  has  a  Ph.D.  from  the  University  of  Edinburgh,  served  as 
consultant  for  Domestic  Policy  to  President  Reagan,  and  was  the 
Chairman  of  the  U.S.  Advisory  Commission  on  Public  Diplomacy. 

"Our  tax  code  has  become  a  complex  web  of  penalties,  disin- 
centives, loopholes  and  preferences.  No  wnount  of  tinker- 
ing at  the  edges  unll  save  the  system.  The  only  answer  is  to 
replace  it  with  a  new  system  that  rewards  work,  saving  and 
risk-taking. " 


loretta  H.  Adams,  started  her  professional  career  as  a  man- 
agement trainee  at  the  Panama  Qty,  Panama,  Seais  store  on  a 
$25-a-week  salary.  Ms.  Adams  later  immigrated  to  the  United 
States  and  went  on  to  become  founder  of  die  San  Di^o-based 
Market  Development,  toe,  a  consumer,  marketing,  and  opinion 
research  firm  with  nearly  100  employees.  Since  1978,  her  com- 
pany has  serviced  Latin-American  consinners  in  the  United 
States  and  Latin  America  and  has  become  one  (tf  the  top  100 
research  firms  in  tiie  countiy. 

"The  conditions  that  produced  the  current  tax  system  no 
longer  contribute  positively  to  a  2Ist  century  ^obal  econ- 
omy We  now  have  tiie  opportunity  to  create  a  tax  system 
that  is  more  responsive  to  our  times,  situation,  and  needs 
and,  hopefully,  u>e  will  grasp  itfulfy. " 


Herman  Cain  learned  the  value  of  hard  work  from  his  father 
who  concurrendy  worked  diree  jobs — one  of  which  was  as  a 
janitor  at  The  Pillsbury  Company  in  Atlanta.  At  age  12,  Herman 
went  to  work  widi  his  lather  at  Pillsbury,  helping  him  as  "assis- 
tant janitor."  TWenty-two  years  later  Cain  would  become  a 
Pillsbury  vice  president  (computer  systems)  and  later  be 
selected  as  president  of  the  firm's  then-subsidiary  company. 
Godfather's  Pizza,  Inc.  In  1988,  he  successfiilly  led  a  group  of 
Godfather's  Pizza,  Inc.  senior  management  in  purchasing  the 
chain  from  Pillsbury.  He  currently  serves  as  chairman  and  CEO 
of  Godfather's  Pizza,  Inc.  Prior  to  his  tenure  at  Godfather's,  Cain 
worked  for  the  U.S.  Navy  as  a  mathematician,  die  Coca-Cola 
Company  as  a  business  analyst,  and  was  an  executive  witii 
Burger  Bng  Corporation. 

"One  of  America 's  greatest  strengths  is  its  ability  to 
char^...our82yearoldtax  'mess'  is  longoverdue for  dra- 
matic, sensible  change. " 
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Carroll  Campbell  served  two,  four-year  terms  as  one  of  the 
most  popular  and  innovative  governors  in  South  Carolina's  his- 
tory. His  legacy  as  gwemor  includes  government  reform, 
record  job  expansion,  net  tax  cuts,  economic  growth,  and 
investment  in  his  state.  Campbelllauoched  his  poUtical  career 
in  1970,  first  serving  in  the  stale  House  and  Senate  and  later  in 
the  U.S.  Congress,  where  he  served  on  the  Banking, 
Appropriations,  and  Ways  and  Means  committees.  He  also 
served  as  chairman  of  the  National  Governors'  Association,  the 
RepubUcan  Governors'  Association,  and  the  Southern 
Governors'  Association,  as  well  as  Chairman  of  the  Southern 
Growth  Policies  Board  Today  he  is  president  and  CEO  of  the 
American  Council  of  Life  hisurance. 

"The  tax  system  should  encoun^  investment  andpb  cre- 
ation, faster  long-term  savings,  and  increase  the  focus  on 
individual andfamiiy  economic  responsibility.  In  short,  tax 
policy  should  encourage  long-term  savings  for  retirement " 


Pete  du  Pont,  during  his  tenure  as  governor  of  Delaware  &t>m 
1977-1985,  implemented  a  highly  successful  pro-growth  tax 
policy  by  dramaticalty  lowering  marginal  tax  rates,  causing  the 
state's  economy  to  boom  and  overall  tax  collections  to  jump,  and 
enacting  a  constitutional  amendment  that  hmited  both  tax  and 
state  spending  increases.  He  also  served  as  a  state  legislator  and 
Congressman  and  ran  as  a  Republican  candidate  for  President  of 
the  United  States.  He  currently  serves  as  poUcy  chairman  of  the 
National  Center  for  Pohcy  Analysis,  and  writes  a  weekly  column 
on  public  pohcy  diat  is  distributed  to  more  than  four  hundred 
newspapers  across  the  nation. 

"The  men  and  women  who  spoke  to  us  reflected  an  American 
consensus:  Our  tax  system  is  destroying  our  opportunities. 
Its  time  to  replace  it " 


Jack  Paris  started  working  at  age  1 3  earning  50  cents  an  hour 
at  his  parent's  service  station.  Faris  learned  early  in  life  the  chal- 
lenges of  running  a  small  bmily  business  and  the  importance  of 
hard  work.  After  running  his  own  business  in  Nashville, 
Tennessee,  he  became  president  and  CEO  of  the  National 
Federation  of  hidependent  Business  (NFB),  the  nation's  largest 
small  business  advocacy  organization  with  more  than  600,000 
members. 

"Regulation  and  taxes  are  strangling  small  business  on  main 
street  Give  us  relief  and  we  uHU  create  the pbs  and  build 
America's fiiture for  our  children  and  grandchildren. " 


Matt  Pong  serves  as  Treasurer  of  the  Stale  of  California.  Prior 
to  his  election,  Fong  served  as  Vice  Chairman  of  the  State  Board 
of  EquaUzation,  Cahfomia's  tax  agency.  Fong  streamhned  the 
agency,  cutting  millions  of  dollars  of  waste,  reformed  die  stale's 
tax  code  sponsoring  changes  to  the  unitary  tax,  and  made  the 
agency  more  "taxpayer  friendly."  A  graduate  of  the  U.S.  Air 
Force  Academy  currently  holding  the  rank  of  U.  Col.  USAFR,  he 
earned  an  MBA  and  law  degree,  started  a  small  business,  and 
worked  for  Sheppard,  Mullin,  Richtor  and  Hampton  as  a  trans- 
actional corporate  attome)'. 

"Too  manyAmericans  are  sitting  on  the  economic  sidelines. 
A  progressive  single  rate  flat  tax  will  radically  Jump  start pb 
creation,  moving  the  unempk^  off  the  sidelines  to  Jobs. " 


Theodore  J.  Porstmann  is  one  of  the  most  admired  entrepre- 
neurs in  America  with  an  unrivaled  record  of  successftil  invest- 
ments. Forstmann  splits  his  time  between  running  his  firm, 
speaking  out  on  behalf  of  economic  opportunity  and  growth, 
and  helping  children  worldwide.  He  has  poured  his  energies 
and  resources  into  leading  relief  efforts  in  Bosnia,  sponsoring 
charities  in  South  Africa,  and  fimding  scholarships  and  teaching 
students  in  America's  inner  cities.  He  is  the  senior  partner  of 
Forstmann  Little  &  Co. 

"The  current  tax  system  is  ridiculously  complicated,  eco- 
nomically destructive,  and  morally  corrosive.  We  desperately 
need  a  new  tax  code  that  puts  the  individual — not  govern- 
ment — at  the  center  of  the  equation. " 


/>Mn  Afedbt«r  took  over  the  rented  fomily  bim  in  Iowa  at  the 
age  of  18  when  his  father  died.  Heckner  served  in  the  Army  and 
later  returned  to  Iowa  where  he  started  on  his  own  widi  a  dozen 
sows,  a  dozen  cows  and  300  chickens.  Today  he  owns  a  350- 
acre  com,  soybean,  and  hog  farm,  and  serves  as  President  of  the 
American  Farm  Bureau  Federation,  a  post  he  has  held  since 
1986.  He  also  serves  on  the  U.S.  Advisory  Committee  on  Trade 
Pohcy,  a  post  to  which  he  was  first  appointed  by  President 
Reagan,  and  reappointed  by  Presidoits  Bush  and  Ointon. 

"Our  tax  system  must  be  simple  and  equitable  for  all  taxpay- 
ers, with  no  loopholes.  It  has  to  let  hard-working  taxpayers 
keep  more  oftbe  money  they  have  earned." 
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Shirley  Peterson  is  president  of  Hood  CoB^  in  Frederick, 

Maryland.  Prior  to  assuming  the  coBege  presidency,  she  prac- 
ticed tax  law  and  also  served  as  Conunissioner  of  Interoal 
Revenue  under  President  Bush  and  Assistant  Attorney  General 
(Tax  Division)  at  the  U.S.  Justice  Department  under  President 
Bush.  She  was  raised  on  farm  in  Colorado. 

"Citizens  from  around  the  country  told  us  Ibat  the  current 
law  is  too  complex.  This  complexity  breeds  disrespect  JorAe 
law  andfor  our  government.  IttimetorepedtiiehUemd 
Reivnue  Code  and  start  over  " 


yo/m  ^ffoip  worked  his  way  through  ooDege  as  a  sports  coadL 
Today  he  serves  as  chairman,  president,  and  dO  of  CSX 
Corporation  in  Richmond,  Virginia,  and  has  been  with  die  com- 
pany since  1977.  Snow,  who  has  a  PhD.  in  economics  from  flie 
University  of  Virginia  and  a  law  degree  from  George  Washington 
University,  also  served  as  Deputy  Undersecretary  of  the  U.S. 
Department  of  Transportation,  as  a  private  attorney  and  a  col- 
lege professor 

"The  current  tax  system  dims  our pro^)ectsjor  the  jutme 
andmust  be  replacedby  anew  systemfi)rtije21st  century 
which  helps  Americans  to  capitalize  on  offfortunities — not 
stifle  economic  growth  and  entrepreneurial  activity. " 


John  Wieland  ahvays  worked  part-time  growii^  up,  from 
working  at  a  gas  station  to  deUvering  newspapers  to  stocking 
vending  machines.  Today,  he  is  a  president  of  John  Wieland 
Homes,  hic,  of  Atlanta,  employing  more  than  700  full-time 
employees  and  thousands  of  subcontractors.  For  Widand,  suc- 
cess has  meant  the  abihty  to  give  back  to  his  community  by  pro- 
viding housing  for  the  working  poor  and  working  with  Habitat 
for  Humanity,  formerly  serving  as  a  member  <A  die  Intonalional 
Board  of  Habitat. 

"TheconsensusoftheAmericanpeopledemandsacom- 
pletely  new,  simple,  and  fair  tax  code.  Increased  prosperity 
forALL  will  be  the  outcome.  The  time  is  now." 
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The  commission  would  not  have  been  able  to  do  its  work  with- 
out the  dedicated  and  expert  assistance  of  these  people  who  vol- 
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The  Tax  Test 


save,  and  invest 

'^'."■Q  RdmessfoTaliiaxpayers 

■■     QSinq)licily^  that  aa)K(ne£an£gureii  out 

□  Neutrality  that  lets  people  and  not  govei-nment 
make  choices 

Q  .YisijMli^toJdpgp^elgipw_^e.cQstpf^oyernmeiit 

□  Stability  so  people  can  plan  for  the  (uturc 


Six  Points  of  Policy 


•j  A  single  tax  i-ale 

vJ  A  goieroiis  personal  exemption  to  remove  the  bur- 
dei  <m  fliose  least  able  to  p^' 

J  Lower  tax  rates  for  America's  faniiljes 

□  P^toII  tax  deductibility  lor  workers 

Q  HEnding^btases  sgaiflStwori^-saHng,  and  inw^nent 

y  Nfaldngihe  newtax  svstem  hard  to  change 
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Statement 

of 

The  Honorable  Linda  Smith 

Chairwoman 

Subcommittee  on  Taxation  and  Finance 

Committee  on  Small  Business 

U.S.  House  of  Representatives 

before 

The  National  Commission  on  Economic  Growth  and  Tax  Reform 

September  26,  1995 


I  am  honored  to  be  here  today,  Chairman  Kemp,  to  testify  before 
you  and  the  other  distinguished  members  of  this  Tax  Reform  Commission. 
First,  I  want  to  say  that  it  resonates  in  my  heart  and  mind,  that  as  part  of 
your  charge  to  study  how  today's  tax  code  bars  economic  growth,  you  are 
exploring  why: 

"It  punishes  the  most  dynamic  forces  for  growth  in  our 
economy  -  the  small  business  owners  and  entrepreneurs  who 
turn  bold  ideas  into  new  businesses,  new  jobs,  and  new 
products." 

What  a  powerful  statement  of  America's  changing  economy.   It  bears 
repeating.    "The  most  dynamic  forces  for  growth."    "Small  business  owners 
and  entrepreneurs  who  turn  bold  ideas  into  new  businesses,  new  jobs,  and 
new  products."    Let's  keep  them  at  the  forefront  of  our  minds  as  we  move 
forward  with  tax  reform.   Quite  simply,  new  businesses,  new  jobs  and  new 
products  mean  economic  opportunity  and  growth. 

Technology  has  revolutionized  business  in  America.    And  Congress  is 
performing  a  revolutionary  role  in  reducing  government  spending  and  the 
deficit.    Amid  these  historic  developments,  you  will  be  making  a 
recommendation  on  new  tax  policy  for  the  21st  century.    By  acknowledging 
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small  business  as  its  primary  engine,  you  will  best  translate  your  real-world 
understanding  of  the  American  entrepreneurial  spirit  into  a  workable 
solution  for  our  economy. 

For  me,  one  of  the  most  moving  undercurrents  behind  all  the 
comments  and  questions  I  have  been  asked  over  the  last  year  is  the 
apparent  willingness  of  so  many  to  work  together  and  to  share  in  the 
sacriflce  to  get  this  country  back  on  track.   I  was  particularly  touched  by 
several  elderly  citizens  who  stood  at  a  town  hall  meeting  and  expressed 
their  concern  that  continued  deficit  spending  was  saddling  their 
grandchildren  with  a  terrible  debt.   While  there's  still  a  lot  of  hard  work 
ahead  of  us,  I  believe  we  will  renew  our  Nation's  future  -  for  our  children 
and  our  grandchildren. 

But  they  must  have  jobs.    We  have  to  get  government  out  of  the  way 
of  creating  jobs.    Consequently,  budget  and  tax  reform  should  go  hand  in 
hand.   Not  to  benefit  the  rich,  as  some  may  claim,  but  to  benefit  all 
Americans.   We  cannot  give  up  on  growth. 

So  let's  completely  overhaul  our  tax  system  and  establish  a  new  one 
that  frees  individual  enterprises  to  grow.    Let's  embrace  the  broad 
dynamics  of  today's  business  world.   As  you,  Mr.  Chairman,  have  so 
compellingly  said:    "Our  ultimate  wealth  is  not  what  is  in  the  ground,  but 
what  is  in  the  heart  and  mind  of  the  American  people."   Courage, 
knowledge  and  innovation  are  our  strengths. 

Let's  lower  and  simplify  taxes  as  far  as  possible  for  all  Americans  - 
individuals  and  businesses.   Let's  achieve  true  tax  reform.   Some  believe 
this  is  impossible.   As  I've  said  before,  the  simpler  part  is  the  individual 
side;  the  more  complicated  part  is  the  business  side.   But  I  know  it  can  be 
done. 

I  see  an  America  where  more  small,  family-owned  and  home-based 
businesses  are  emerging.    Let's  allow  them  to  thrive.    Let's  eliminate  the 
outdated  biases  and  complex  rules  that  work  against  them  in  today's  tax 
code.   We  need  to  hone  in  and  identify  the  tax  burden  small  businesses 
bear.   This  means  having  the  foresight  to  identify  important  transitional 
and  long-term  considerations. 
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As  Chairwoman  of  the  House  Small  Business  Subcommittee  on 
Taxation  and  Fmance,  I  have  been  listening  to  small  and  family 
entrepreneurs  throughout  the  year  about  what  they  believe  needs  to  be 
done  to  fix  our  tax  system. 

I  have  held  hearings  on  the  likely  impact  of  fiat-rate  tax  proposals  on 
small  businesses;  the  burden  of  payroll  taxes  on  small  businesses;  and  the 
need  to  clarify  the  status  of  independent  contractors  and  the  self-employed. 
In  August,  I  held  nine  town  hall  meetings  in  my  home  state  of  Washington 
to  hear  about  the  problems  with  the  current  system  and  people's  views  on 
Dick  Armey's  fiat  tax  proposal. 

What  have  our  witnesses  and  the  folks  back  home  been  telling  me? 
Largely,  like  most  Americans,  they  believe  our  tax  system  is  too  costly,  too 
complex  and  too  unfair.   They  crave  simplicity  and  fairness.   Every  year, 
they  face  complicated,  mind-boggling  tax  forms  which  take  hours  and 
hours  to  fill  out. 

And  so  we  are  having  this  extraordinary  debate  on  replacing  the  Tax 
Code.   It's  certainly  welcome  by  small  business  owners.   In  a  preliminary 
study  released  by  the  Small  Business  Survival  Foundation  in  May,  a 
nationwide  survey  of  500  small  businesses  across  America  showed  a 
majority  (56%)  support  the  flat  tax. 

Since  then,  I  have  found  increasing  momentum  and  support  for 
changing  to  a  new  system  that  would  be  fairer,  flatter  and  simpler.   Small 
businesses  believe  they  will  thrive.   Too  many  tax  impediments  now 
influence  their  behavior  and  limit  their  choices. 

Some  small  entrepreneurs,  for  example,  cannot  expand  and  hire 
additional  workers  ~  or  find  they  have  to  let  some  go  ~  because  of  high 
income  and  payroll  taxes.   In  fact,  no  taxes  burden  small  businesses  and 
discourage  jobs  more  than  payroll  taxes.   They  now  represent 
approximately  37%  of  all  federal  revenue  collected  -  second  only  to 
individual  income  taxes  -  and  an  astonishing  7%  of  gross  domestic 
product.    Our  new  tax  must  include  some  form  of  payroll  tax  relief  -  while 
we  seek  innovative  ways  to  curtail  entitlement  spending.   And,  it  must  fully 
reconcile  the  income  and  social  security  taxes  of  the  self-employed. 
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We  should  also  safeguard  against  an>  additional  tax  increases.   Small 
businesses  want  consistency  and  permanence.   I  support  Senate  M^ority 
Leader  Bob  Dole's  recommendation  for  a  three-fifths  superm^ority  vote  to 
increase  taxes,  but  it  must  include  payroll  tax  increases. 

That  way  a  lower,  flatter  and  simpler  tax  will  have  the  opportunity  to 
increase  efficiency  and  growth  --  by  remaining  lower,  fiatter  and  simpler. 
Otherwise,  tax  changes  and  increases  will  erode  reform.    As  you  know,  the 
tax  increases  of  1991  and  1993  have  eroded  the  tax  reforms  of  1986. 

Fmally,  unfair  and  inconsistent  IRS  enforcement  does  hurt  good  old 
American  ingenuity.    With  the  downsizing  of  employees  in  corporate 
America,  more  people  are  operating  their  own  businesses  and  providing 
services  independently.    Yet,  many  small  entrepreneurs  are  afra-d  to  hire 
independent  contractors  and  service  providers  because  of  severe  back  taxes, 
interest  and  penalties  the  IRS  may  later  assess  by  reclassifying  them  as 
^'employees."    We  need  to  clarify  the  status  of  independent  contractors.    It 
is  the  top  recommendation  from  the  delegates  to  the  1995  White  House 
Conference  on  Small  Business. 

As  one  florist  recently  testified  before  me: 

"•••  [r]egarding  the  effect  of  the  current  guidelines  and  my 
ability  to  expand  my  business,  ....  we  would  be  thrilled  to  do 
this,  but  because  of  regulatory  restrictions  and  confusing 
guidelines  associated  with  hiring  an  independent  contractor, 
many  retail  florists  have  chosen  to  turn  business  away  instead 
of  dickering  with  the  IRS  ....  This  business  decision  has  kept  us 
from  expanding  some  of  our  services,  ...  into  full  fledged 
business  services...." 


Principles  and  Recommendations 

As  you  compare  alternative  proposals  and  develop  your 
recommendations  over  the  next  couple  of  months,  I  hope  each  of  you  will 
ask  yourself  this  fundamental  question:    How  will  our  proposed  new  tax 
system  impact  the  growth  and  tax  burden  of  small  and  family-owned 
enterprises? 
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Accordingly,  I  offer  you  seven  (7)  principles  and  recommendations 
from  the  voice  of  small  and  family  entrepreneurs,  which  appear  to  be  their 
primary  concerns: 

1.  Lower  and  flatten  taxes  -  bring  marginal  income  taxes  and  payroll 
taxes  down  as  low  as  possible.   Protect  against  the  propensity  for 
government  expansion  under  today's  high  progressive  rates.   As  one 
gentleman  asked  me  during  a  town  hall  meeting  in  April:    "Why  is 
the  government  deciding  who's  entitled  to  my  money?" 

2.  Lower  compliance  costs  -  5.4  billion  man-hours  at  a  cost  of  over 
$200  million  each  year  to  comply  with  today's  tax  forms  and  filings  is 
staggering. 

3.  Eliminate  the  estate  tax  -  it  is  choking  the  very  life-blood  of  small 
businesses  and  family  farms.   People  are  posturing  for  death,  instead 
of  building  for  growth,  because  of  the  threat  of  losing  their  businesses 
to  pay  estate  taxes. 

4.  Encourage  savings  and  investment  by  allowing  unlimited  expensing, 
and  by  ending  the  double  taxation  of  interest  and  dividends. 

5.  Eliminate  the  capital  gains  tax  -  it  is  stopping  the  purchase  of  new 
technologies  and  equipment  and  the  flow  of  capital  to  small 
enterprises.   This  will  encourage  risk-taking  by  entrepreneurs. 

6.  Eliminate  the  double  standards  and  anti-enterprise  biases  in 
today's  tax  code  (including  the  limited  25%  health  care  deduction  and 
complicated  pension  rules  that  keep  small  entrepreneurs  from 
providing  for  their  long-term  medical  and  retirement  needs). 

7.  Curtail  or  eliminate  the  powers  of  the  IRS  and  its  intrusiveness  into 
the  daily  lives  of  honest,  hard-working  taxpayers.  This  will  provide 
confidence  in  any  new  system. 


Transitional  Considerations 

One  of  the  greatest  concerns  of  all  for  small  businesses  seems  to  be 
the  transition  to  a  new  system.   Making  this  transition  for  businesses  will 
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not  be  easy.    We  have  to  be  cautious  not  to  hinder  our  emerging  America 
of  "our  greatest  forces  for  growth."    So  please  also  ask  yourselves:    What 
are  the  transitional  ramifications  for  small,  family  and  home-based 
businesses  and  for  the  self-employed? 

Briefly,  I  have  listed  some  of  the  transitional  concerns  I  have  heard 
from  small  business  owners  and  representatives  concerning  a  flat-rate  tax: 

o        The  tax  burden  may  shift  from  people  who  earn  wages  and  salaries  to 
businesses; 

o  The  tax  burden  may  increase  on  smaller,  more  labor  intensive 
businesses  that  invest  in  human  capital  and  decrease  on  capital 
intensive  ones; 

o         Equity-financed  businesses  may  benefit  over  debt-financed  businesses 
(i.e.,  if  the  deduction  for  business  interest  expense  is  eliminated);  and 

o         New  and  expanding  businesses  may  benefit  over  existing  older 
businesses  with  set  retirement  schedules  and  locked-in 
depreciation. 

In  closing,  I  want  to  say  that  I  welcome  your  optimism  and  courage. 
Lowering  and  simplifying  the  income,  compliance  and  payroll  tax  burdens 
of  ail  Americans  will  unleash  tremendous  entrepreneurial  growth.    Let's 
encourage  more  "new  businesses,  new  jobs,  and  new  products"  under  a 
completely  new  system  ~  one  that  will  benefit  every  individual  and  business 
in  the  long-run. 

As  the  father  of  modern-day  economics,  Adam  Smith,  stated  so 
eloquently  in  The  Wealth  of  Nations  in  1776: 

"....  Every  tax  ought  to  be  so  contrived  as  both  to  take  out  and 
to  keep  out  of  the  pockets  of  the  people  as  little  as  possible,  .... 
[or]  it  may  obstruct  the  industry  of  the  people,  and  discourage 
them  from  applying  to  certain  branches  of  business  which  might 
give  maintenance  and  employment  to  great  multitudes...." 

These  sure  sound  like  the  words  of  one  enterprising  florist.    I  believe 
they  are  the  words  in  the  hearts  and  minds  of  so  many  Americans  who  ~ 
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nearly  220  years  later  --  clearly  see  a  run-away  government  and  campaign 
money  as  the  greatest  obstacles  to  budget  and  tax  reform  in  1996.    Help  us 
return  to  our  founding  principles. 

Thank  you,  Mr.  Chairman  and  members  of  the  Commission,  for  the 
opportunity  to  testify  before  you  at  this  most  exciting  juncture  in  our 
Nation's  history.    I  would  be  happy  to  answer  any  questions  you  may  have. 
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Mr.  Chairman,  members  of  the  committee,  my  name  is  Marilyn  Moran-Townsend  and  I 
am  a  small  business  owner.  I  am  President  of  Custom  Video  Communications,  Inc.  in 
Fort  Wayne.  Custom  Video  Communications  is  a  video  communications  company  which 
my  husband  and  I  started  in  1981.  We  began  with  only  2  employees  and  currently 
employ  17  individuals.  In  1988,  we  were  honored  by  the  U.S.  Small  Business 
Administration  as  Indiana's  Small  Business  of  the  Year.  I  have  lived  the  challenges  of 
starting  and  operating  a  small  business  and  I  understand  from  first-hand  experience,  the 
burdens  which  are  placed  on  the  small  business  community. 

However,  I  am  submitting  written  testimony  on  behalf  of  the  Indiana  Chamber  of 
Commerce,  which  I  serve  as  Chairman  of  the  Board  of  Directors.  The  Indiana  Chamber 
of  Commerce  is  Indiana's  largest  business  advocacy  organization  representing  over  5.500 
businesses  throughout  the  state. 

The  Indiana  Chamber  of  Commerce's  membership  is  spread  across  the  broad  spectrum  of 
the  business  community  representing  virtually  every  standard  industry  code.  While  over 
ninety-five  percent  of  Indiana's  large  employers  are  members  of  the  Indiana  Chamber, 
nearly  ninety-three  percent  of  the  Indiana  Chamber's  membership  is  comprised  of  small 
businesses  with  less  than  one  hundred  employees. 

The  Indiana  Chamber  of  Commerce  analyzes  and  advocates  the  concerns  and  needs 
through  the  Chamber's  Small  Business  Council  which  is  comprised  entirely  of  small 
business  owners  from  every  comer  of  the  state.  The  Small  Business  Council  was  also  the 
primary  organizer  and  sponsor  of  Indiana's  delegation  and  participation  in  the  1995 
White  House  Conference  on  Small  Business. 
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Small  businesses  are  the  drivers  of  Indiana's  economy.  It  is  estimated  by  the  Indiana 
Chamber  that  small  business  was  responsible  for  ninety-seven  percent  of  all  new  jobs 
created  in  Indiana  in  1995.  In  fact,  even  though  Indiana  is  considered  a  large 
manufacturing  state,  businesses  employing  less  one  hundred  employees  make  up  ninety 
seven  percent  of  all  businesses  and  provide  forty  eight  percent  of  all  jobs  in  Indiana.  In 
terms  of  tax  status,  Indiana  has  a  disproportionately  large  share  of  Subchapter  S 
corporations  relative  to  other  states.  In  fact,  Indiana  has  more  S  corporations  than  most 
other  states  combined! 

Few  can  argue  that  the  engine  driving  the  economy  is  the  small  business  community. 
Unfortunately,  frightening  change  has  occurred  over  the  last  few  years  which  will 
eventually  destroy  that  engine  which  we  have  relied  upon  to  create  this  great  country. 
Who  is  systematically  destroying  this  economic  engine?  The  answer  is  our  very  own 
government  which  is  taxing  and  regulating  the  life  out  of  the  business  community. 

A  small  business  owner  employing  just  fifty  employees  must  comply  with  unemployment 
insurance,  worker's  compensation,  social  security,  OSHA,  federal  minimum  wage,  state 
minimum  wage,  immigration,  Indiana  civil  rights,  EEO/civil  rights,  Americans  with 
Disabilities  Act,  age  discrimination,  COBRA,  and  the  Family  and  Medical  Leave  Act. 
And  this  list  does  not  include  environmental  or  tax  requirements  that  are  too  numerous  to 
mention. 

It  is  estimated  by  the  National  Chamber  Foundation  that  from  1989  to  1992,  the 
government  regulatory  burden  per  worker  for  a  small  business  increased  34.4%.  And,  in 
1990,  the  number  of  government  employees  surpassed  manufacturing  employment  for  the 
first  time  in  this  country's  history. 

It  is  clear  that  something  must  be  done  now  to  alleviate  the  burden  on  the  business 
community  and  particularly  small  business.  This  committee  can  assist  in  lessening  that 
burden  by  making  positive  recommendations  on  tax  changes  which  will  assist  small 
business  and  encourage  growth. 

What  I  will  do  with  my  remarks  today  is  comment  briefly  on  a  few  tax  changes  which 
will  have  direct  and  serious  implications  for  the  future  survival  for  small  businesses 
across  this  country.  These  should  generally  be  familiar  to  you  as  they  have  been  widely 
discussed  and  debated.  The  I  will  concentrate  the  balance  of  my  remarks  on  detailing  a 
specific  tax  proposal  that  the  Indiana  Chamber  of  Commerce  has  developed  that  we 
believe  would  go  a  considerable  distance  toward  enhancing  the  development  of  human 
capital  and  thus  the  competitiveness  of  small  businesses  in  the  US. 

In  general,  the  Indiana  Chamber  supports  the  tax  positions  of  the  US  Chamber  of 
Commerce  and  the  taxation-related  recommendations  of  the  White  House  Conference  on 
Small  Business.  More  specifically,  we  support  a  significant  reduction  in  the  capital  gains 
tax  rate  as  a  means  to  increase  business  investment  and  stimulate  economic  activity.  In 
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addition,  the  Indiana  Chamber  believes  that  it  is  imperative  that  the  Congress  bring  the 
federal  budget  into  balance  as  soon  as  possible.  The  federal  deficits  serve  to  rob  small 
businesses  of  access  to  vital  capital.  Thirdly,  the  Chamber  believes  that  the  penalty  for 
small  businesses  to  reinvest  in  plant  and  equipment  should  be  eliminated  or  at  least 
reduced. 

Additionally,  we  would  observe  and  strongly  insist  that  if  there  is  to  be  a  major  overhaul 
of  the  federal  tax  system,  that  any  new  basis  of  taxation  be  a  replacement  and  not  another 
layer  of  tax  bureaucracy.  Also,  if  the  income  tax  is  restructured,  then  we  should  strive  to 
define  investment  and  reinvestment  as  a  form  of  savings  that  is  not  subject  to  tax.  This 
would  create  a  significant  incentive  to  invest  in  small  businesses.  Similarly,  focusing  a 
consumption-based  tax  only  on  earned  income  would  also  create  an  incentive  to  save  and 
invest  which  would  undoubtedly  benefit  small  businesses. 

In  terms  of  the  recommendations  of  the  White  House  Conference  on  Small  Business,  the 
Indiana  Chamber  embraces  a  number  of  their  suggestions.  First,  the  definition  of  an 
independent  contractor  must  be  clarified  as  Congress  should  better  recognize  the 
legitimacy  of  an  independent  contractor.  We  agree  that  the  20  factor  test  is  too 
subjective,  safe  harbor  provisions  are  needed,  and  the  IRS  should  eliminate  back  taxes  for 
misclassification  when  Form  1099's  are  filed  and  there  is  no  evidence  of  fraud. 

Additionally,  we  concur  with  the  position  taken  by  our  White  House  Conference 
delegation  that  the  deduction  for  meals  and  entertainment  should  be  restored  at  100% 
thereby  recognizing  it  as  an  important  and  legitimate  business  expense.  Finally,  the 
Chamber  supports  enactment  of  legislation  that  replaces  the  present  system  with  a 
simplified  tax  for  individuals  and  businesses. 

Using  the  Tax  Code  to  Encourage  Workforce  Development  for  Small  Businesses 

I  would  like  to  spend  the  remainder  of  my  time  outlining  an  initiative  we  have  undertaken 
at  the  Indiana  Chamber  with  our  Indiana  General  Assembly  and  suggest  that  it  could  be 
replicated  at  the  Federal  level.  This  initiative  is  designed  to  use  the  tax  code  to  stimulate 
investment  (particularly  by  small  businesses)  in  workforce  training  and  preparation.  Our 
legislative  initiative  resulted  from  research  conducted  by  our  Indiana  Economic 
Development  Council  which  led  to  a  report  entitled,  "Incentives  to  Encourage  Investment 
on  Worker  Training.''    Below  I  will  outline  those  findings  and  recommendations  as  to 
how  the  Chamber  has  transformed  them  into  a  legislative  initiative. 

An  Emerging  Consensus 

Most  of  the  major  studies  conducted  in  recent  years  (e.g.  Hudson  Institute's  Workforce 
2000)  depict  a  major  transformation  of  the  role  of  U.S.  workers.  They  show  that  less  than 
a  generation  ago,  able-bodied  Americans,  despite  low  levels  of  educational  attainment, 
could  expect  to  find  family-wage  work,  provided  they  were  willing  to  work  hard  and 


221 


weren't  afraid  to  get  their  hands  dirty.  The  jobs  and  relative  pav  of  the  50s,  60s,  and  70s 
often  removed  any  incentive  for  workers  to  further  their  education  and  training. 

The  industrial  landscape,  however,  has  changed  dramatically.  Globalization  of  markets 
has  forced  firms  to  cut  costs  and  improve  products  at  the  same  time.  As  a  result  firms 
increasingly  need  workers  who  can  operate  more  advanced  equipment,  identify 
opportunities  for  cost  savings,  recommend  process  improvements,  and  ensure  quality.  To 
successfully  meet  these  challenges,  workers  must  be  proactive  rather  than  reactive  -  they 
must  continually  engage  in  identifying  problems,  and  effectively  collaborate  with  co- 
workers in  development  solutions.  In  short,  the  ante  to  a  good  job  has  been  raised  from  a 
willingness  to  work  hard,  to  an  ability  to  work  smart.  By  many  accounts,  working  smart 
is  the  only  way  to  maintain  the  relatively  high  wages  enjoyed  by  U.S.  workers.  As  Peter 
Drucker  puts  it,  "Manual  labor,  no  matter  how  cheap,  will  not  be  able  to  compete  with 
knowledge  labor,  no  matter  how  well  paid." 

Research  conducted  by  the  Indiana  Labor  Management  Council  Inc.  (ILMC),  among 
others,  has  documented  the  linkage  between  investment  and  competitiveness.  ILMC 
research  has  found  that  certain  human  resource  strategies  are  tightly  linked  with  gains 
associated  with  gains  in  market  share,  quality,  productivity,  innovation,  and  profitability. 
The  strategies  associated  with  the  highest  gains  in  these  outcomes  include,  involving 
workers  in  productivity  and  process  improvement,  giving  employees  the  ability  to  make 
decisions,  and  providing  more  operating  and  customer  data  to  workers  at  all  levels, 
upgrading  employee  skills,  allowing  more  job  autonomy,  cross-training  workers,  and 
organizing  workers  into  flexible  cells  and  self-managed  teams. 

The  Impact  of  Training  and  Education  or  Lack  Thereof 

The  impact  of  training  on  individuals'  productivity  and  standard  of  living  is  both 
intuitive  and  well-documented.  For  example,  a  recent  study  sponsored  by  the  Indiana 
Human  Resource  Investment  Council  found  that  for  those  completing  secondary  or  post- 
secondary  vocational  training  programs,  graduates  were  earning  $8,000  more  per  year 
than  those  who  completed  only  high  school  programs.  According  to  Training  magazine, 
about  70%  of  the  companies  that  introduce  on-the-job  training  programs  increase  wages 
1 0%  to  1 5%  above  the  prevailing  rate  paid  by  other  companies  in  the  same  industry  and 
geographic  region.  Similarly,  a  study  by  the  American  Economic  Review  found  that 
company-provided  training  programs,  apprenticeships,  and  off-the-job  training  increase 
wages  of  workers  on  the  order  of  4.4  to  1 1  percent.  Another  study  found  that  wage 
increases  due  to  training  range  from  10.5%  to  25.6%. 

The  American  Economic  Review  study  cited  above  also  found  that  training  increases  firm 
productivity  on  the  order  of  16-17  percent.  In  addition,  according  to  the  Bureau  of  Labor 
Statistics  (BLS)  future  job  growth  will  be  heavily  concentrated  in  occupations  that  require 
advanced  skills.  Therefore,  workers  with  higher  levels  of  education  or  training  will 
typically  have  more  options  in  the  job  market  and  a  better  chance  of  obtaining  higher 
paying  jobs. 
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Training  also  enhances  job  security.  The  BLS  finds  that  workers  who  receive  post- 
secondar>  or  on-the-job  training  are  likely  to  suffer  unemployment  rates  three  times  less 
than  their  untrained  counterparts.  And  American  Demographics  finds  that  with  10%  of 
the  workforce  changing  occupations,  education  and  training  can  enable  workers  to  learn 
how  to  learn,  adapt  to  new  tasks,  and  become  more  flexible  in  completing  them. 

Training  can  improve  corporate  competitiveness.  In  one  study  on  this  subject,  firms 
reported  having  formal  training  programs  also  reported  increases  in  worker  productivity, 
employee  morale,  customer  satisfaction  and  profits.  They  also  attributed  decreases  in 
scrap,  error,  delivery  times  or  worker  turnover  to  their  training  investments. 

Documenling  and  Defining  the  Challenge 

Despite  the  compelling  evidence  presented  above,  a  survey  of  national  research  on 
training  shows  that,  for  a  variety  of  reasons,  not  the  least  of  which  is  financial  barriers, 
many  firms,  particularly  small  and  medium  sized  businesses  are  not  investing  in  the 
training  needed  to  enhance  the  competitiveness  of  their  employees  and  their  businesses. 
For  example  a  survey  conducted  in  Indiana  by  Jobs  for  the  Future  (JFF)  found  that  just 
20%  of  firms  with  100-200  employees,  and  only  6%  with  20-99  workers,  provide  any 
formal  training  for  their  workers.  By  contrast  JFF  found  that  larger  firms  were 
considerably  more  likely  to  be  making  investments  in  formal  training  programs  for  their 
employees.  These  findings  are  consistent  with  those  of  Price  Waterhouse  and  many 
others  who  have  found  that  the  likelihood  of  providing  formal  training  increases  with 
firm  size,  but  is  still  insufficient  relative  to  the  projected  need:  only  16%  of  U.S.  workers 
said  they  had  received  formal  skills  training  in  their  current  job.  These  findings  are 
particularly  alarming  when  one  considers  that  well  over  80%  of  the  workforce  tens  years 
from  now  is  already  in  the  workforce. 

But  even  while  larger  firms  provided  more  training,  they  tend  concentrate  those 
resources  on  personnel  with  the  highest  levels  of  education  and  experience,  e.g.  managers 
and  supervisors.  The  American  Society  for  Training  and  Development  (ASTD)  went 
further  in  showing  that  even  among  large  firms  that  do  invest,  70%  or  more  of  the 
resources  are  used  to  train  managers  and  supervisors  -  a  group  that  comprised  only  30% 
of  the  workforce.  The  other  70%)  -  the  hourly,  industrial,  service,  and  front-line  workers 
-  must  share  the  remaining  30%  of  the  funds. 

Private  Investment  Barriers 

The  obvious  question  that  emerges  is,  given  this  analysis  what  accounts  for  the  failure  of 
so  many  firms  to  offer  training  to  their  workers?  A  recent  survey  by  Price  Waterhouse 
identifies  at  least  three  factors:  1)  a  lack  of  fiands;  2)  a  lack  of  information:  and/or  3)  little 
perceived  need.  The  survey  showed  that  over  42%  of  firms  that  do  not  provide  training 
cited  a  lack  of  adequate  funds  as  the  major  cause.  Smaller  firms  tended  to  offer  this 
explanation  more  than  larger  ones.  The  survey  further  suggests  that  funding  shortages 
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may  be  due  to  the  fact  that  over  93%  of  firms  must  use  working  capital  to  pay  for 
training.  Only  5%  of  the  respondents  indicated  that  they  borrow  for  training  purposes, 
while  60%  reported  that  they  could  not  obtain  commercial  credit  even  if  they  wanted  to 
finance  training  costs.  Therefore,  because  training  must  be  financed  with  working  capital 
in  most  cases,  it  must  compete  with  other  projects  in  a  firm's  capital  budgeting  process. 

As  noted  previously,  small  firms  typically  provide  less  training  than  their  larger 
counterparts  due  to,  in  part,  the  fact  that  smaller  firms  often  have  higher  training  costs  per 
employee  than  larger  firms  because  they  cannot  spread  the  fixed  costs  of  training  over  a 
larger  number  of  workers.  In  addition,  the  loss  in  total  production  from  having  one 
worker  in  ofT-the-job  training  will  be  higher  for  a  small  firm  than  for  a  large  firm. 

In  terms  of  information,  the  Price  Waterhouse  survey  indicated  that  one  in  four 
companies  do  not  offer  training  because  they  lack  the  information  needed  to  make 
informed  consumer  choices.  These  firms  lack  information  about  the  potential  rate  of 
returns  of  training  or  face  tradeoffs  between  training  investments  and  other  budget 
priorities  that  offer  more  visible  and  immediate  payoffs. 

In  terms  of  need,  a  number  of  firms  indicate  that  they  already  have  access  to  an  adequate 
supply  of  labor.  This  means  that  these  firms  do  not  require  skilled  workers  or  that  the 
workers  they  hire  already  have  the  requisite  training.  But  at  the  same  time,  a  survey  of 
Indiana  companies  conducted  by  Indiana  Energy  found  that  over  60%  of  businesses 
report  that  skilled  labor  was  either  "not  available'"  or  "not  very  available."  Obviously, 
when  skilled  workers  cannot  be  found,  they  must  be  trained. 

An  Alternative  to  Traditional  Approaches  is  Needed  to  Promote  Enhanced  Training 

Virtually  every  state  in  the  U.S.  has  adopted  grant  or  voucher  programs  designed  to 
address  training  needs.  In  addition,  the  federal  government  has  at  any  point  in  time 
operated  dozens  of  training-related  programs  focused  on  helping  one  particular 
disadvantaged  group  or  another.  Few,  if  any  of  these  programs  are  directed  to  assisting 
individuals  are,  for  example,  employed  but  at  risk  of  becoming  unemployed. 

However,  these  grant  programs  are  not  generally  effective  in  leveraging  the  private 
investment  required  to  have  an  impact  of  recognizable  scale.  Grant  programs  also  require 
the  use  of  public  training  providers  which  limit  training  choices  and  do  not  often  include 
measures  which  prevent  or  reduce  subsidies  or  training  that  might  occur  with/without 
public  intervention  or  cost. 

Given  the  Scarcity  of  public  resources,  and  the  pitfalls  of  many  government  training 
programs,  several  leading  researchers  have  called  for  training  tax  credits  that  would 
aggressively  leverage  private  investment  in  training,  minimize  bureaucracy,  and  empower 
workers  and  firms  to  respond  to  their  own  unique  needs.  While  numerous  programs  with 
roots  in  federal  and  state  tax  codes  serve  to  reward  investment  in  physical  assets,  there  are 
very  few  tax  provisions  that  reward  human  investment.  Consequently,  several  states  have 


224 


adopted  or  are  considering  training  tax  credits.  The  Indiana  Chamber  of  Commerce  has 
initiated  such  a  program  with  our  own  General  Assembly  and,  on  behalf  of  the  Chamber. 
I  suggest  to  you  today  that  such  a  program,  if  carefully  devised,  warrants  consideration  of 
this  committee  for  adoption  by  Congress. 

There  is  no  question  that  many  federal  and  state  ta.\  incentive  programs  adopted  over  the 
last  thirty  years  have  been  poorly  designed  and  do  not  include  provisions  that  safeguard 
public  interests.  As  a  result,  many  programs  have  been  coined  as  corporate  giveaways  or 
welfare.  Like  any  public  policy  tool,  incentives  can  be  costly  failures  if  improperly 
constructed. 

It  is  for  that  reason  that  the  Chamber's  proposal  for  a  training  tax  credit  includes  the  key 
elements  of  calibration  (i.e.  awarding  tax  credits  based  solely  on  the  level  of  achievement 
of  a  public  goal),  margination  (i.e.  establishing  a  baseline  level  of  performance  over 
which  calibration  kicks  in),  and  clawback  (which  revoke  or  require  firms  to  repay 
incentives  if  they  violate  certain  conditions).  We  believe  that  a  training  tax  credit  appears 
to  be  most  consistent  with  the  key  public  policy  objective  of  expanding  the  training  of  the 
US  workforce  by  leveraging  private  investment  while  minimizing  capital  substitution  and 
avoiding  duplication  of  existing  efforts. 

The  model  currently  under  consideration  by  the  Indiana  General  Assembly  and  proposed 
to  you  here  today  would  provide  employers  with  a  tax  credit  against  their  business 
income  tax  liabilities  for  incremental  investments  made  in  employee  training  of  non- 
professional, non-managerial  employees.  Thus,  the  program  would  not  reward  employers 
for  the  training  they  are  already  doing  or  for  training  provided  to  exempt  employees,  but 
would  incent  additional  training  investments  for  non-exempt  employees.  The  proposed 
level  of  the  credit  would  be  40%,  enough  to  serve  as  a  bonafied  inducement  while 
requiring  a  large  enough  employer  investment  to  encourage  quality  control  over  the 
training  provided. 

The  credit  would  apply  for  actual  out-of-pocket  expenses  directly  related  to  the  training 
(excluding  the  employee's  salary  while  engaged  in  the  training).  We  would  envision  a 
certification  process  of  qualified  training  programs  so  that  the  IRS  would  not  have  to 
worry  about  which  training  programs  qualify  and  which  do  not.  Here,  we  would  strive  to 
allow  a  broad  base  of  training  programs  eligible  for  the  credit  while  making  the 
certification  process  as  non-bureaucratic  as  possible.  We  propose  that  the  credit  not  be 
refundable,  but  could  be  carried  forward.  The  other  details  of  our  proposal  are  contained 
in  the  attached  summary. 

In  conclusion,  there  are  certainly  many  ways  in  which  the  Congress  could  revise  the  tax 
code  to  stimulate  the  growth  and  success  of  small  businesses.  Encouraging  reinvestment 
of  earnings,  increasing  the  savings/investment  rates  of  individuals,  lowering  the  capital 
gains  tax  rate,  and  truly  balancing  the  federal  budget  are  but  a  few  of  the  initiatives  that 
would  assist  small  businesses  in  Indiana  and  the  US  as  a  whole.  Additionally,  the  Indiana 
Chamber  believes  that  the  tax  code  could  and  should  be  used  to  stimulate  investment  in 
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human  capital  in  the  form  of  a  training  tax  credit.  In  our  view,  our  country's  economic 
future  lies  in  the  skills,  knowledge,  and  adaptability  of  our  workforce. 

Thank  you  for  this  opportunity  to  share  our  the  Chamber's  thoughts  and  initiatives  with 
vou. 
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TRAINING  TAX  CREDIT  PROPOSAL  1/3/96 


I-    Proposed  Elements  of  the  Trainine  Tax  Credit 

A.  Baseline: 

1.  The  training  tax  credit  would  apply  only  to  eligible  training 
expenses  which  exceed  the  weighted  average  of  the  employer's 
qualified  n-aining  expenditures  made  over  the  previous  three  (3) 
tax  years. 

a)  This  credit  would  not  apply  to  the  training 
expenses  of  an  employer  who  has  been  in  existence 
for  less  than  three  (3)  tax  years  or  has  been  in 
Indiana  for  less  than  three  (3)  tax  years. 

B.  Amount  of  Tax  Credit: 

1.  The  amount  of  the  training  tax  credit  shall  be  40%  of  the 
employer's  eligible  training  expenditures. 

2.  The  tax  credit  given  to  an  employer  shall  not  exceed 
$100.000.00  per  tax  year. 

C    Eligible  Trainint;  Expenses: 

1.  To  be  eligible  for  the  training  tax  credit,  the  training 
expenditure  must  be: 

a)  made  for  a  training  program  which  has  been 
certified  by  the  Indiana  Department  of  Commerce: 

b)  made  for  Indiana  sites  of  the  employer; 

c)  made  for  training  provided  in  Indiana;  and 

d)  made  for  the  training  of  workers  who  are  employed  in  Indiana. 
2.    Eligible  training  expen.ses  include: 

a)  tuition  and  fees; 

b)  instructor  wages  (only  instruction  time); 

c)  materials,  supplies,  and  textbooks:    and 
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d)    rental  fees  for  training  facilities  and  equipment. 
3.    Ineligible  training  expenses  include: 

a)  wages  paid  to  the  trainee; 

b)  basic  company  training  for  new  employees; 

c)  company  policy  education;    and 

d)  safety  training  programs. 

D.  State  Investment  Cap: 

1.  The  sum  of  all  training  tax  credits  allowed  by  the  State  of 
Indiana  shall  not  exceed  $25  million  per  state  fiscal  year.  The 
employers  who  apply  for  the  credit  after  the  state  cap  has  been 
reached  may  request  approval  from  the  Indiana  Department  of 
Revenue  to  use  the  eligible  training  expenditure  in  the  next  state 
fiscal  year. 

2.  If  an  employer  had  an  operating  loss  during  the  tax  year  in 
which  the  eligible  training  expenditure  was  made,  the  credit  may 
be  carried  forward  to  the  next  tax  year.  However,  the  credit 
shall  not  be  refundable  and  shall  not  be  carried  back  to  a 
previous  tax  year. 

3.  The  training  tax  credit  can  only  be  applied  against  an 
employer's  state  tax  liability  and  can  never  result  in  a  situation 
where  the  state  would  transfer  funds  to  the  employer. 

4.  If  the  employer  claims  a  deduction  for  the  training  expense 
on  its  federal  income  tax  return,  the  full  amount  of  the  deduction 
shall  be  added  back  to  the  Indiana  Adjusted  Gross  Income  before 
the  state  training  tax  credit  is  taken. 

E.  Ineligible  Employers: 

1.  The  following  types  of  employers  shall  be  ineligible  for  the 
training  tax  credit: 

a)  not-for-profit  organizations; 

b)  educational  institutions;  and 

c)  businesses  that  require  a  gambling  license  to 
operate. 
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2.  Employers  who  receive  Training  2()(K)  funds  shall  not  be 
eligible  for  the  training  tax  credit  for  expenses  covered  by  the 
Training  2000  funds. 


F.  Accountability: 

The  Department  of  Revenue  would  enter  into  a  confidentiality 
agreement  with  a  state  agency  or  an  outside  contractor.  That 
agency  or  contractor  would  then  collect  information  from  the 
employers  receiving  the  tax  credit  and  would  prepare  a  report  for 
the  Department  of  Revenue.  The  Department  of  Revenue  would 
then  submit  the  report  to  the  General  Assembly.  Participation  by 
the  employer  in  this  reporting  process  would  be  involuntary. 

G.  Ineligible  Employees 

1.    The  following  employees  would  not  qualify  for  a  training  tax  credit: 

a)  management  (define  using  the  Fair  Labor  Standards  Act  -  exempt  v. 
non-exempt  employee); 

b)  professionals;  and 

c)  business  owners  with  an  ownership  interest  of  greater  than  5% 
in  the  business. 

II.    Issues  to  be  Determined: 

A.  Define  the  following  terms: 

a)  employee; 

b)  employer;  and 

B.  Set  the  following  deadlines: 

a)  annual  deadline  for  the  Department  of  Commerce  certification 

b)  cut-off 

C.  Clarify  whether  or  not  the  training  must  be  fully  paid  for  by  the  employer; 
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WORK-BASRD  LKARNINC;  TAX  CRKDIT  PROPOSAL 

1.    Proposed  Elements  of  the  Work-based  Leurninu  Tax  Credit 

A.  Amount  of  Tax  Credit: 

1.  The  amount  of  the  woric-based  learning  tax  credit  shall  be 
40%  of  the  employer's  payroll  expenditures  for  student  employees 
participating  in  a  work-based  learning  program  which  is  certified 
by  the  Department  of  Workforce  Development. 

2.  The  tax  credit  given  to  an  employer  shall  not  exceed  $***** 
per  tax  year. 

B.  State  Investment  Cap: 

1.  The  sum  of  all  work-based  learning  tax  credits  allowed  by  the 
State  of  Indiana  shall  not  exceed  ($10(),0()().()()  or  $50,000.00)  per 
state  fiscal  year.  The  employers  who  apply  for  the  credit  after 
the  state  cap  has  been  reached  may  request  approval  from  the 
Indiana  Department  of  Revenue  to  u.se  the  eligible  payroll 
expenditure  in  the  next  state  fiscal  year. 

2.  If  an  employer  had  an  operating  loss  during  the  tax  year  in 
which  the  eligible  payroll  expenditure  was  made,  the  credit  may 
be  carried  forward  to  the  next  tax  year.  However,  the  credit  shall 
not  be  carried  back  to  a  previous  tax  year. 

3.  The  work-based  learning  tax  credit  can  only  be  applied 
against  an  employer's  state  tax  liability  and  can  never  result  in 
a  situation  where  the  state  would  transfer  funds  to  the  employer. 

4.  If  the  employer  claims  a  deduction  for  the  work-based 
learning  expense  on  its  federal  income  tax  return,  the  full  amount 
of  the  deduction  shall  be  added  back  to  the  Indiana  Adjusted 
Gross  Income  before  the  state  tax  credit  is  taken. 

C.  Ineligible  Employers: 

1.  The  following  types  of  employers  shall  be  ineligible  for  the 
training  tax  credit: 

a)  not-for-profit  organizations; 

b)  educational  In.stitutions;  and 

c)  entertainment  businesses. 
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2.  Employers  who  receive  Truining  2()()()  funds  shall  not  be 
eligible  for  the  training  tax  credit  for  expenses  covered  by  the 
Training  2000  funds. 


D.    Accountability: 


The  Department  of  Workforce  Development  shall  monitor  the 
work-based  learning  tax  credits  granted  and  shall  report  back  to 
the  General  Assembly  in  1998. 
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dongress  of  the  Bnito!  States 

Douse  orKcprcstntatiDcs 

loidi  CongriBS 
Contmitttt  on  ^mall  ^Business 

^bcoimmnH  on  Xjuam  mi  ftnana 

B-Wf  VJOtani  tUQtt  0R)(r  Emlding 

Vajtagtsn.  6C  :oiit 

March  12,  1996 


Mr.  Alan  Reynolds 

Senior  Fellow  and  Director  of  Economic  Research 

The  Hudson  Institute 

1015  18th  Street,  N.W.,  Suite  200 

Washington,  DC  20036 

Dear  Mr.  Reynolds: 

I  am  writing  this  letter  in  regards  to  the  February  9,  1996, 
field  hearing  in  Indianapolis,  Indiana,  on  "Fundamental  Tax 
Changes  Needed  to  Unleash  America's  Small  Businesses." 

Your  expertise  and  that  of  The  Hudson  Institute  can  be  a 
valuable  resource  to  the  Small  Business  Subcommittee  on  Taxation 
and  Finance  as  we  look  for  answers  to  tax  reform  issues  critical 
to  small  business,  including  how  a  new  tax  system  for  the  21st 
century  can  expand  and  create  jobs  in  our  nation's  small 
enterprises. 

At  the  hearing,  Peter  Pitts  indicated  that  you  would  be 

willing  to  answer  several  questions  in  writing  for  the  record.   I 

believe  it  would  be  very  helpful  to  the  Subcommittee  if  you  could 

provide  the  following  additional  information: 

1.  One  of  the  arguments  waged  against  a  flat  or  consumption  tax 
is  that  it  could  result  in  "a  significant  redistribution  of  tax 
liability"  from  the  so-called  "rich"  to  the  middle  class,  and, 
implicitly,  from  large  corporate  America  to  small  employers. 
Would  you  respond  to  this  charge? 

2.  As  I  stated  in  my  opening  remarks,  I  believe  the  Kemp 
Commission's  recommendation  to  provide  some  payroll  tax  relief  to 
reduce  the  tax  burden  on  human  capital  is  very  important. 
Payroll  taxes  are  the  highest  taxes  most  small  businesses  face. 
Also,  as  you've  testified,  payroll  taxes  and  government  mandates 
increase  the  cost  of  hiring  people  and  lower  their  wages.   But  I 
am  particularly  concerned  that  we  not    increase  payroll  taxes  in 
the  future.   Would  a  payroll  tax  deduction  make  it  easier  to 
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increase   payroll  taxes  in  the  future?  Are  there  other  options  we 
might  consider,  such  as  reducing  payroll    taxes   directly? 
Relatedly,  would  the  Kemp  Commission's  recommendation  to  require 
a  two-thirds  majority  to  increase  taxes  apply  to  payroll  taxes? 

3.  In  your  testimony  you  state  that  to  end  the  double  taxation 
of  aividends  but  not  of  capital  gains  would  hurt  younger,  growing 
companies  as  compared  to  more  established  ones.   I  agree  that  we 
must  change  the  bias  in  the  current  code  against  savings  and 
investment  and  reduce  capital  gains  taxes.   But  would  eliminating 
the  fcusiness  deduction   for  interest   expense   at  the  same  time 
shift  the  bias  the  other  way?  Small  business  representatives 
have  testified  before  me  that  this  would  hurt  older  businesses 
and  farms  with  existing  debt,  and  heavy  investments  in  old 
capital,  as  compared  to  new  and  emerging  businesses?   Do  you 
agree?   If  so,  what  kind  of  transition  rules   could  we  provide  to 
minimize  this  possibility? 

4.  Are  there  specific  details   and/or  additional  transition 
rules   that  you  or  the  Commission  consider  vital  to  small 
enterprises  in  moving  toward  its  proposal  for  a  single-rate  tax 
system  for  the  21st  century? 

Thank  you  again  for  your  written  testimony  and  your 
willingness  to  respond  to  these  questions  for  the  record.   I  look 
forward  to  your  response. 

Sincerely, 


Linda' Smith 
Chair 
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Alan  REr>*OLOS 

Hudson  iNSTnuTE 

I  O  I  5  I  8th  St.  .  NW.  Suite  200 

Washington.  DC  20036 

202/223-7775 

Fax:  703/47  1-8774 


Mav  18, 1996 


Hon  Linda  Smith 
Committee  on  Small  Business 
B-363  Raybum  House  Office  Building 
Washington,  DC  20515 

Dear  Rep  Smith: 

In  response  to  your  questions  regarding  the  February  9,  1996  field  hearing  m  Indianapolis: 

1  Some  argue  that  a  flat  tax  would  result  in  a  sigmficant  redistribution  of  tax  liabilities  from  high  to  middle 
income  households,  or  from  large  corporations  to  smaUer  firms.  Such  arguments  assume  that  the  actual, 
"mcidence"  of  taxation  over  tune  can  be  detemuned  by  who  wntes  the  checks  to  the  IRS     hi  modem  general 
eqmhbnum  analysis,  a  high  marginal  tax  rate  on  capital  and  skill  must  make  capital  and  skill  more  scarce 
than  othervsise,  and  therefore  more  valuable.     That  is,  pre-tax  returns  of  "the  nch"  (e.g.,  those  who  have 
accumulated  fmancial  assets  or  advanced  college  degrees)  will  rise  to  offset  the  ta\    National  productivity 
would  suffer  as  a  result  of  a  diminished  stock  of  capital  and  human  capital,  however,  which  means  real  wages 
and  benefits  must  stagnate  or  decline. 

Because  high  tax  rates  mean  that  fewer  young  people  wiU  invest  in  an  MD  or  MBA  degree,  for  example, 
existmg  phvsicians  and  managers  will  face  less  competition  and  be  able  to  charge  higher  fees  or  attract 
higher  salaries.    To  the  extent  that  higher  tax  rates  on  the  rental  income  of  landlords  discourage  construction 
of  apartments,  rents  will  be  higher.    Those  with  little  capital  or  few  skills  suffer  most,  because  they  must  pay 
higher  pnces  and  receive  lower  wages  than  the>'  would  if  capital  formation  and  skills  were  more  abundant 

Existing  estimates  of  who  pa\ s  what  under  different  tax  systems  are  senousK  flawed,  even  m  terms  of 
sunple  accounting  (much  less'serious  economics).  This  is  very  well  explamed  in  David  Bradford,  ed.. 
Distributional  Analysis  of  Tax  Policy,  Amencan  Enterprise  Institute,  1996 

2  The  Social  Secunty  tax  is  a  flat  rate  tax  that  exempts  income  from  capital  (because  the  benefits  are  tied  to 
labor  mcome).  and  has  a  zero  marginal  tax  rate  at  higher  incomes  (aside  from  the  Medicare  tax  since  1994). 
Optunal  tax  theon  suggests  that  this  is  a  very  efficient  design  for  a  tax    The  trouble  is  that  it  is  only  one  of 
several  taxes  and  transfers  (such  as  the  EITC),  which  often  do  not  work  well  together    Economic  analysis 
and  evidence  suggests  that  the  pa\Toll  tax  is  entu-ely  borne  by  employees,  so  it  is  not  realK  a  "burden"  on 
small  business  in  that  sense    If  the  employer's  share  of  Social  Secuntv'  tax  was  elimmated,  and  taken  out  of 
the  employee's  income,  that  would  not  reduce  pa>Toll  costs  at  all.  This  is  a  good  example  of  the  complexity 
of  tax  "incidence"  mentioned  above.    Also,  the  Social  Security  tax  is  already  deductible  for  employers,  just 
as  wages  are,  so  it  is  simply  a  different ybr/n  of  labor  expense 
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From  the  employee's  point  of  view.  Social  Sccuritv'  "contributions"  are  partly  a  tax,  because  the  pavments 
and  benefits  are  loosely  linked,  but  also  partly  a  pa\Tnent  for  retirement  and  msurance  benefits    Howe\er,  any 
tax  on  payrolls  introduces  a  wedge  between  what  emoloyers  pay  for  labor  (minus  the  deduction)  and  what 
employees  receive  That  reduces  both  the  demand  for  and  supply  of  labor     It  makes  labor  more  costly  for 
employers  and  work  less  attractive  for  prospective  workers    This  is  particularK  troublesome  when  combined 
with  rather  high  income  tax  rates.    Some  employees  in  the  28%  bracket  are,  in  efTect,  facing  a  margmal  tax 
rate  above  43%,  assuming  they  bear  both  the  employee  and  employer  share  of  the  payroll  tax 

The  Kemp  Commission  recommendation  that  Social  Security  be  deductible  for  both  employers  and 
employees  v/as  m  the  context  of  a  single-rate  income  tax  with  a  generous  personal  exemption,  not  the  current 
tax  regime.    It  was  designed  to  lessen  the  combmed  marginal  rate  of  income  plus  payroll  tax,  and  thus 
improve  work  incentives.  By  far  the  largest  reduction  in  that  combined  rale,  however,  would  be  a  result  of  a 
low  income  tax  rate  on  any  additions  to  income,  not  the  deduction  per  se     Today's  marginal  tax  rates  of  28- 
42.5%  on  added  income  are  the  most  serious  disincentive  to  added  work  or  savmg. 

3.  TTicre  is  no  double  taxation  of  interest  under  a  flat  tax  or  current  law     To  deduct  business  interest  paid 
while  taxing  such  uiterest  when  received  is  exactly  the  same  as  not  deducting  busmess  interest  when  paid  and 
not  taxing  it  when  received    The  tax  bite  on  interest  is  identical,  though  many  people  do  have  a  hard  time 
understanding  that     The  only  difference  is  that  interest  rates  (except  on  municipal  bonds)  now  contain  a  "tax 
premium"  that  would  vamsh     It  would  be  quite  feasible,  under  a  flat  tax  framework,  to  continue  the 
business  deduction  of  mterest  expense  and  matching  taxation  of  interest  income  received  by  households  or 
firms.  Interest  rates  would  be  higher,  and  more  interest  income  would  escape  taxation  (eg,  foreigners, 
foundations  and  cheaters),  but  it  would  not  violate  the  integrity  of  the  fiat  tax 

There  is  a  very  serious  practical  problem  with  also  treating  dividends  that  way  (deductible  to  the  firm  and 
taxable  to  savers)     Having  all  the  deductions  at  the  level  of  the  firm,  and  all  the  taxes  on  individuals,  would 
leave  too  many  fums  with  chronic  unusable  tax  deductions.  They  would  not  have  any  taxable  income  against 
which  to  expense  (or  depreciate)  plant  and  equipment.    Hong  Kong  handles  this  by  not  taxing  individuals  on 
dividends  (because  firms  don't  deduct  dividends),  but  taxing  individuals  on  mterest  income  (because  firms  do 
deduct  mterest  payments).  If  we  end  the  double-taxation  of  dividends,  as  even  the  US  Treasury  advocated 
in  1 992,  then  to  continue  taxmg  capital  gains  on  income-producing  assets  (such  as  stock)  would  be  an 
unconscionable  double-tax  on  smaller,  younger  firms  that  are  trying  to  grow  by  reinvesting  eanungs. 

4.  In  my  judgement,  transition  to  an  integrated  single-rate  tax  would  be  no  more  difficult  than,  say,  the  1986 
tax  reform.  Transition  costs  were  wildly  exaggerated  at  that  time  too,  as  the  booming  economy  pro\  ed    It  is 
essential  that  net  operating  losses  carried  forward  under  past  law,  and  unused  depreciation  allowances,  be 
honored  under  any  new  system.  These  are  Treasury  lOUs  to  taxpayers,  and  to  eliminate  them  would  be 
similar  to  defaulting  on  Treasury  bonds.    Transition  is  one  reason  why  switchmg  to  a  sales  tax  would  prose 
impractical  ~  it  would  be  literally  impossible  to  phase  out  any  elements  of  the  mcome  tax  if  there  were  no 
mcome  tax  forms.    Personally,  I  fmd  the  phrase  "consumption  tax  "  misleadmg,  even  for  a  sales  tax.  All 
taxes  are  paid  out  of  the  incomes  that  individuals  earn  by  providing  labor  and  capital  to  production     Goods 
and  services  do  not  pay  taxes    Corpwrations  do  not  pay  taxes   Only  people  pay  taxes 
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Opening  Statement 

of 

Chairwoman  Linda  Smith 


Subcommittee  on  Taxation  and  Fmance 
House  Conunittee  on  Small  Business 


"Fundamental  Tax  Changes  Needed  to  Unleash 
America's  Small  Businesses" 


Mentor,  Ohio 
March  25,  1996     2:00  p.m. 


Good  morning.  It's  a  great  pleasure  to  welcome  you,  our  witnesses  and  guests,  here 
in  Ohio  today. 

I  am  very  pleased  to  continue  our  tax  hearings  in  the  great  State  of  my  colleague, 
Congressman  Steve  LaTourette,  from  Madison,  Ohio.  His  knowledge  and  dedication  to 
the  primary  concerns  of  small  business  owners  is  vital  to  our  efforts  here  today. 

As  I  stated  at  our  first  field  hearing  in  this  series  in  Indianapolis,  small  enterprises 
need  relief  from  the  complex  and  costly  federal  tax  system.  It  stifles  their  opportunities  for 
growth  and  success.  And  so,  we're  looking  to  you,  our  small  business  witnesses  and 
representatives,  for  answers  and  ideas. 

We  need  to  unleash  your  small  enterprises  and  families  in  all  sectors  ~  including 
farming,  manufacturing,  retail,  and  services,  and  to  identify  the  transitional  considerations 
which  are  most  important  to  you  in  each  sector. 

Several  of  the  serious  questions  we  must  answer,  therefore,  include: 

What  do  you  need  to  continue  to  create  jobs  and  grow  our  economy? 

What  do  you  consider  to  be  the  best  way  to  encourage  savings  and  investment? 

What  do  you  consider:   Fair?   Simple?  Neutral?   Visible?   Stable? 

How  would  lowering  tax  rates  help  you? 

How  would  reducing  or  eliminating  capital  gains  and  estate  taxes  help  you? 
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•  How  would  allowing  100%  expensing  ~  the  basic  component  of  a  consumption  tax 
on  the  business  side  —  help  you? 

•  Would  the  loss  of  the  existing  business  interest  deduction,  or  other  credit  or 
deduction,  hinder  your  growth  or  success? 

•  What  transitional  ideas  or  rules  would  you  consider  significant? 

•  What  trade-offs  are  you  willing  or  unwilling  to  make  under  a  new  tax  system? 
We    will    be    exploring   answers    to    some    of   these    questions    together   today. 
Accordingly,  I  wish  to  personally  welcome  our  two  witnesses  from  the  National 

Commission  on  Economic  Growth  and  Tax  Reform  -  Mr.  Kenneth  Blackwell,  Treasurer 
of  Ohio,  and  Mr.  Dean  Kleckner,  president  of  the  American  Farm  Bureau,  for  their 
testimony  and  historic  recommendations  on  a  new  tax  system  for  the  21st  century. 

Our  Subcommittee  will  be  reviewing  the  likely  effects  on  small  businesses  of  many 
dlfTerent  consumption  tax  proposals  this  year,  and  we  will  be  strongly  guided  by  your  key 
points  of  principle  and  policy. 
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Opening  Statement  of  Congressman  Steven  C.  LaTourette 

Subcommittee  on  Tax  &  Finance  Field  Hearing 

"Fundamental  Tax  Changes  Needed  to  Unleash  America's  Small 

Business" 

Mentor,  Ohio 

March  25,  1996 


Let  me  first  begin  by  thanking  Chairwoman  Linda  Smith 
(R-WA)  and  her  staff  of  the  Small  Business  Subcommittee  on 
Taxation  &  Finance  for  selecting  the  19th  district  of  Ohio  for 
this  field  hearing.  I  am  confident  that  this  hearing  will 
significantly  contribute  to  the  debate  on  small  business  tax 
reform  by  bringing  everyday  experiences  and  realistic 
suggestions  for  reform  to  an  otherwise  complex  issue. 

I  feel  that  tax  reform  for  small  business  needs  to  be 
addressed  as  the  current  system  is  expensive,  intrusive  and 
unfair.  As  today's  witnesses  will  testify,  the  public's  fiaistration 
with  and  animosity  toward  the  current  tax  system  is  at  an  all 
time  high.  Real  tax  reform  with  the  needs  of  small  business  in 
mind  must  continue  to  be  a  priority  in  Congress. 

More  often  than  not,  federal  tax  regulations  and  paperwork 
requirements  impact  small  businesses  more  than  others.  Tax 
compliance  alone  illustrates  the  flagrant  examples  of 
unreasonable  government  excesses  which  seem  to  hit  small 
businesses  first  and  foremost.  Considering  that  small  businesses 
account  for  a  majority  of  the  nafion's  employers  these  demands 
just  do  not  make  good  common  sense. 
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As  a  result,  tax  reform  has  become  one  of  the  most  widely 
discussed  issues  in  this  political  season.  Several  flat  tax 
proposals  have  been  touted  by  Members  of  Congress  as  well  as 
presidential  candidates.  In  addition,  several  tax  reform  bills 
with  small  business  interests  in  mind  have  been  introduced  in 
Congress  and  even  included  in  several  of  the  budget  proposals. 

The  debate  has  begun,  but  it  is  only  the  beginning.  Much 
more  will  need  to  be  done  if  we,  in  Congress,  want  to  let  the 
American  business  community  get  back  to  the  business  of 
running  their  companies  rather  than  spending  ridiculous 
amounts  of  time  complying  with  federal  government  edicts. 
Cooperation  instead  of  punishment  needs  to  be  the  underlying 
theme  when  addressing  the  excessive  tax  regulations  presently 
stifling  small  business. 

The  bottom  line  is  this:  Most  in  Congress  agree  that  as  big 
business  continues  to  downsize,  small  business  is  the  future  of 
our  country  and  our  economy.  Unfortunately,  the  past  is  full  of 
examples  of  missed  opportunities  to  create  an  environment  for 
small  business  to  succeed  not  stumble.  This  past,  however,  can 
no  longer  be  the  norm.  Tax  burdens  will  need  to  be  lifted  so 
small  businesses  will  be  freed  up  to  do  what  they  do  best: 
encourage  growth  and  investment,  employ  countless  individuals, 
and  stimulate  local,  state,  and  national  economies. 
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There  are  three  basic  issues  I  would  like  to  address  in  the  present  tax  code: 

1.  Depreciation  of  capital  investments 

2.  Deductibility  of  expenses 

3.  The  retroactive  income  tax  of  1993 

We,  as  small  businessmen,  want  to  pay  our  fair  share,  but  today's  playing  field  puts  us  at  a 
disadvantage.  Most  of  us  cannot  afford  to  have  in-house  accountants  and  attorneys  whose  jobs 
depend  upon  finding  ways  to  save  taxes.  We  don't  buy  tax  credits,  we  don't  consume  businesses 
with  large  loss  carry-overs,  we  simply  do  business  the  old  fashioned  way  and  pay  dearly  for  it. 
Under  today's  tax  code  small  business  is  paying  more  than  its  fair  share! 

Small  business  is  under  severe  pressure  to  provide  better  working  conditions,  higher  wages, 
handicap  friendly  facilities  and  better  environmental  conditions.  At  the  same  time  we  are  pressured 
to  provide  more  benefits  such  as  short  and  long  term  disability,  better  health  insurance,  more  life 
insurance,  and  more  liberal  vacation  and  martial  leave  programs.  As  a  reward  for  providing  jobs  and 
a  secure  working  atmosphere  we  get  an  increase  in  our  tax  rate  plus  the  loss  of  several  deductions 
under  our  present  system. 

Having  been  in  business  locally  since  1966,  in  my  opinion  for  expanding  businesses,  the 
present  tax  atmosphere  at  the  federal,  state,  and  local  levels  is  the  worst  1  have  ever  seen.  Small 
businesses  are  not  down  sizing,  we're  not  turning  long  time  employees  out  in  the  cold.  Most  of  us 
are  growing  and  adding  personnel.  We  need  changes  to  the  present  system  to  level  the  playing  field. 

1.  Depreciation  was  set  up  in  the  tax  code  to  provide  a  return  of  working  capital  to 
companies  that  have  purchased,  expanded,  or  improved  their  facilities.  Today  we  must  depreciate 
expansions  and  capital  improvements  on  a  straight  line  basis  over  39  years.  This  is  no  incenfive  to 
invest,  expand  and  provide  additional  jobs.  Restricting  depreciation  has  severely  cut  our  cash  flow 
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and  necessitates  carrying  more  long  term  debt.  The  thousands  of  dollars  spent  on  interest  could  be 
put  to  work  internally  creating  more  jobs.  Under  the  present  system  we  need  incentives  to  invest  in 
our  companies  not  more  taxation.  Depreciation  on  expansions  or  capital  improvements  should  be 
no  longer  than  1 5  years  under  today's  tax  code. 

2.  Deductibility  of  expenses  -  By  restricting  what  we  can  deduct  in  travel  and  entertainment 
the  government  is  categorizing  all  small  business  as  abusers  of  the  system.  This  is  wrong.  We 
encourage  our  salesmen  to  form  relationships  with  customers.  It  is  a  shame  to  make  business 
decisions  on  who  we  see  or  where  we  send  sales  people  based  on  the  tax  code.  The  present  law  goes 
too  far  in  restricting  legitimate  expenses.  A  flat  tax  would  eliminate  policing  this  area  of  the  code. 

3.  Lastly,  the  1993  retroactive  income  tax.  Could  I  go  to  my  customers  and  tell  them  I'm 
going  to  raise  prices  on  everything  they  purchased  in  the  last  six  months?  They  would  change 
suppliers.  We  did  not  have  that  choice.  The  retroactive  tax  increase  of  1993,  in  my  opinion,  was  the 
beginning  of  the  end  for  this  present  tax  code.  I  support  the  proposed  2/3  majority  vote  in  both 
houses  of  Congress  to  raise  taxes. 

Thank  You. 
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Good  morning,  Madam  Chairman  and  members  of  the  House  Subcommittee  on 
Taxation  and  Finance. 

I  am  honored  to  testify  on  the  theme  -  "Fundamental  Tax  Changes  Needed  To 
Unleash  America's  Small  Businesses." 

The  word  "unleash"  is  an  excellent  choice  because  America's  small  business 
owners  are  chained  to  tax  regulations  that  restrain  their  ability  to  grow  and 
prosper.  The  National  Commission  on  Economic  Growth  and  Tax  Reform,  of  which 
I  was  a  member  and  Jack  Kemp  was  chairman,  listened  to  thousands  of 
Americans  who  testified,  wrote  or  called  the  Commission  to  express  their 
dissatisfaction  with  the  current  tax  system. 

I  believe  one  of  the  major  contributions  of  the  Commission  is  the  Tax  Test,  a 
standard  that  can  and  should  be  applied  to  any  proposal  for  national  tax  reform. 
To  that  end,  a  copy  of  the  test  has  been  submitted  to  this  committee. 

Please  enter  the  Tax  Test,  which  is  attached  to  this  testimony,  into  the 
Congressional  record. 

The  test  was  developed  on  the  basis  of  input  like  this  letter  from  Tim  Sabus  in 
Denver,  Colorado: 

"As  an  entrepreneur,    I  experience  first-hand  the  horrors  of  our  tax  system...    Our 
business  has  suffered  due  to  the  amount  of  time  necessary  for  tax  calculations. 
We  have  paid  an  accountant  far  more  to  figure  the  amount  of  taxes  owed  than  the 
actual  amount  paid.    We  have  abandoned  several  viable,  job-creating  business 
concepts  due  to  the  tax  complexities  that  would  arise." 

It  is  wrong  to  have  a  tax  code  so  outrageously  complex  that  Americans  spend 
more  than  200  billion  dollars  a  year  just  to  comply.  Mr.  Sabus  said  it  best  -  he 
paid  more  to  figure  out  his  bill  than  the  bill  itself! 

Small  business  must  have  fundamental  tax  changes  so  they  can  grow  and  prosper. 

Economic  growth  and  prosperity  will  off-set  any  initial  loss  in  revenue  resulting 
from  the  necessary  changes. 

If  you  don't  know  where  to  start,  I'll  suggest  a  simple  measure  that  will  win  you 
the  hearts  and  votes  of  small  business  owners  across  America.    Capital-investment 
expensing. 
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It  might  sound  like  complicated  jargon,  but  it's  not.    All  it  means  is  writing  off  the 
cost  of  buying  a  piece  of  equipment,  when  you  buy  it. 

The  current  system  stretches  the  deduction  over  a  number  of  years.    But  a  dollar 
today  is  probably  worth  more  than  a  dollar  ten  years  from  now.    So,  if  I'm  a 
business  owner,  I  don't  want  to  spend  1996  dollars,  and  get  a  deduction  in  2006 
dollars.    I'd  rather  take  the  deduction  now,  to  offset  the  huge  expense  I  just 
incurred. 

Expensing  is  a  small  fix  that  would  represent  a  big  change  in  philosophy.    It's  the 
difference  between  a  system  that  unleashes  growth,  and  one  that  chains  it. 

To  promote  growth,  our  tax  code  needs  to  be  fair,  simple,  and  stable. 

Taxing  income  more  than  once  is  unfair.    We're  saying  to  the  American  family,  "If 
you  save,  invest,  or  start  a  business,  we're  going  to  hit  you  as  many  as  four 
times."    Here's  how: 

Money  is  taxed  when  it  is  earned. 

Money  is  taxed  when  it  is  saved.    If  it's  in  a  bank  account,  the  interest  is  taxed.    If 
it's  in  a  small  business,  the  investment  is  taxed. 

Return  on  money  is  taxed  when  it  is  invested.    Shareholders  pay  personal  income 
tax  on  capital  gains. 

Money  is  taxed  when  it  is  inherited.    Instead  of  a  family  farm  or  business, 
Americans  leave  behind  a  financial  burden.    How  can  that  be  right? 

Having  a  job,  owning  a  business,  saving   and  investing  for  the  future,  leaving 
something  for  your  kids:    those  are  four  pillars  of  the  American  dream.    And  it's  no 
coincidence  that  they  are  four  pillars  of  economic  strength.    This  country  is 
founded  on  economic  freedom.    So  why  are  we  punishing  it? 

Finally,  a  new  tax  system  -  once  in  place  -  must  remain  in  place.    Just  since  1986, 
there  have  been  four  thousand  changes  in  the  tax  code,  breeding  instability  and 
confusion. 

A  stockholder  demands  consistent  management  in  a  company.    A  taxpayer 
deserves  the  same  thing  in  government. 

Twelve  states  have  found  consistency  and  accountability  with  supermajority 
requirements  to  raise  taxes.   We  ought  to  do  the  same  at  the  federal  level. 

Here  are  three  reasons  why  we  need  the  supermajority  requirement  at  the  Federal 
level:    first,  the  roller  coaster  ride  of  tax  policy  in  past  few  decades  has  fired 
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citizens'  cynicism  about  the  possibility  of  real  and  long-term  reform  while  fueling 
frustrations  with  Washington  and  our  State  capitals  across  this  country. 

Secondly,  we  need  this  constitutional  requirement  so  that  balancing  the  Federal 
budget  does  not  become  still  one  more  excuse  for  raising  taxes.    As  important  as 
balancing  the  budget  is,  it  simply  must  not  be  carried  out  too  easily  by  increasing 
the  tax  burden  on  hard-working  taxpayers  and  their  families.    For  the  typical 
family,  the  tax  bite  is  already  about  40  percent,  which  is,  in  fact,  more  than  food, 
shelter,  and  clothing  combined. 

And,  thirdly,  we  need  this  constitutional  requirement  because  the  power  to  tax  is 
the  power  to  take  citizens'  property,  the  fruits  of  their  individual  labors.    There  is 
nothing  undemocratic,  nothing  debilitating  about  a  requirement  for  such  enormous 
power  to  be  more  difficult  to  exercise  than  other  powers  at  any  level  of 
government. 

The  National  Federation  of  Independent  Businesses  represents  30,000  small 
businesses  in  Ohio  and  over  600,000  nationally.    In  a  recent  Ohio  poll,  an 
overwhelming  majority  said  tax  changes  come  too  fast  and  are  too  easy  to 
implement.    If  the  NFIB  voted  for  the  supermajority  rule  today,  it  would  definitely 
pass  by  a  supermajority. 

We  should  listen  to  these  entrepreneurs.   They  are  the  main  source  of  economic 
and  employment  growth  in  Ohio,  and  across  the  country. 

We  have  to  change  our  mind-set.    Right  now,  the  American  people  work  hard  to 
support  their  government.    Let's  change  it,  so  our  government  works  hard  to 
support  the  American  people. 

Capital-investment  expensing  is  a  specific  part  of  the  general  change. 

When  we  look  at  the  tax  code,  any  tax  code,  we  have  to  ask.  Is  it  fair?    Is  it 
simple?    Is  it  stable?    If  the  answer  to  any  of  these  is  no,  then  it  is  our  duty  to 
change  it. 

To  be  fair,  tax  income  once.   To  be  simple,  put  a  stop  to  endless  loopholes  and 
schedules.    To  be  stable,  enact  the  supermajority  rule.    That's  how  we  will 
promote  economic  growth  in  the  United  States  of  America. 

Thank  you  for  the  opportunity  to  share  these  ideas  before  the  Committee. 
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MEETING  THE  TAX  TEST  FOR  A  BETTER  FUTURE 

By  J  Kenneth  Blackwell,  Treasurer  of  Ohio 

and  Matt  Fong,  Treasurer  of  California 

January  31,  1996 


American  families  are  in  dire  need  of  rescue    Our  ability  to  grow  and  prosper  erodes  every  day 
because  of  a  tax  system  that  discourages  savings,  investment  and  productivity. 

The  good  news  is  that  there  is  a  lot  of  debate  going  on  right  now  over  how  to  fix  our  broken 
system    We  must  encourage  and  help  this  debate  move  forward.  We  must  use  it  to  shape  a  new 
system  that  is  rooted  in  economic  opportunity.    The  new  system  can  no  longer  punish  thrifty 
people  who  choose  to  save  or  invest  their  money.  And  a  new  system  must  raise  revenue  through 
a  customer-friendly  approach  that  believes  in  the  basic  honesty  of  the  American  people 

As  members  of  the  National  Commission  for  Economic  Growth  and  Tax  Reform,  we  believe  we 
can  have  this  new  tax  system  as  long  as  the  reformers  embrace  pro-growth  principles    We,  along 
with  our  fellow  Commissioners,  have  developed  and  recommended  to  Congressional  leaders  a 
Tax  Test  -  the  standard  to  which  any  new  tax  system  must  be  held. 

We  strongly  believe  that  Congress  should  not  pass  any  legislation,  nor  should  the  President  sign 
any  tax  legislation  that  fails  to  pass  the  Tax  Test.  The  Tax  Test  is  also  a  road  map  for  the  public 
to  use  through  the  coming  national  debate  on  tax  reform. 
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The  Tax  Commission  was  appointed  in  May,  1995  by  Senate  Leader  Bob  Dole  and  House 
Speaker  Newt  Gingrich     Fourteen  diverse  and  dedicated  commissioners  spent  eight  months 
studying  the  current  tax  system.  We  listened  to  the  Amencan  people  to  learn  of  their  concerns 
and  their  ideas  on  how  improve  the  tax  system     In  January,  we  recommended  a  strong 
framework  for  a  new  tax  system.    And  we  presented  the  idea  of  a  Tax  Test    A  test  that  would  be 
applied  to  any  tax  reform  proposal  -  whether  it's  a  flat  tax.  Unlimited  Savings  Allowance,  Value 
Added  Tax  or  national  sales  tax. 

We  developed  the  Tax  Test  after  hearing  from  nearly  125  witnesses  at  a  dozen  public  hearings 
held  throughout  the  United  States.  These  hearings  were  held  in  places  such  as  Cleveland,  Omaha. 
Harlem,  Charlotte  and  South  Cemral  Los  Angeles     Thousands  of  Amencans  also  wrote  letters 
and  made  phone  calls  to  the  Commission    They  expressed  eagerness  for  meaningful  tax  reform 
Most  said  they  were  disgusted  with  the  current  system.  They  expressed  frustration  with  trying  to 
comply  with  tax  laws  that  are  impossibly  complex,  outrageously  expensive,  overly  intrusive, 
economically  destructive  and  manifestly  unfair. 
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IMPOSSIBLY  COMPLEX  -  According  to  1995  IRS.  estimates,  businesses  will  spend  about 
3  4  billion  hours  and  individuals  will  spend  about  1.7  billion  hours  embroiled  in  tax-related 
paperwork    Worse  than  that,  we'll  spend  more  than  $200  billion  a  year  -  just  to  comply  with  the 
tax  laws    Jeff  Renner,  a  real-estate  developer  in  Nebraska,  got  it  right.  He  said,  "that  time  and 
effort  didn't  feed  a  single  family,  it  didn't  produce  a  single  tangible  object  to  improve  the  life  of 
anyone. " 

OUTRAGEOUSLY  EXPENSIVE  -  The  IRS.  and  the  thousands  of  accountants  and  lawyers 
who  are  needed  to  help  taxpayers  feed  the  federal  government,  make  up  an  enormous  Tax  Army 
The  IRS  is  twnce  as  big  as  the  CIA.  and  five  times  the  size  of  the  FBI    The  Tax  Army 
includes  1  2  million  accountants,  lawyers  and  IRS  employees.  The  Tax  Army  is  larger  than  the 
actual  US  Army,  which  has  about  550,000  soldiers. 

OVERLY  INTRUSIVE  -  The  IRS  controls  more  information  about  individual  Americans  than 
any  other  agency    Without  a  search  warrant,  the  IRS  has  the  right  to  search  the  property  and 
financial  documents  of  citizens    Without  a  trial,  the  IRS.  has  the  right  the  seize  property  fi-om 
Americans.  The  IRS  leaves  many  taxpayers  feeling  that  they  are  "guilty  until  proven  innocent." 

ECONOMICALLY  DESTRUCTIVE  -  High  marginal  tax  rates  combined  with  multiple 
taxation  of  work,  saving  and  investment  act  as  a  "double-barreled  shotgun  aimed  at  the  Amencan 
economy,"  accountant  Ted  Krauss  told  the  Commission  during  a  hearing  in  Washington 
Professor  Dale  Jorgenson  of  Harvard  University  told  the  Commission  that  the  income  level  in  the 
United  States  could  be  1 5  percent  to  20  percent  higher  than  today  if  these  biases  did  not  exist. 
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Multiple  layers  of  taxation  on  work,  saving  and  investment  dry  up  new  capital  for  investment. 
Capital  gains  taxes  act  as  a  barrier  to  capital  formation.  They  prevent  the  flow  of  investment  to 
new  enterprises  and  would-be  entrepreneurs.  Double-taxation  of  corporate  income  shrinks 
business  investment  and  encourages  companies  to  take  on  extra  debt    Estate  and  gift  taxes  force 
families  to  sell  their  businesses  or  family  farms. 

Under  our  current  tax  system,  America's  economic  growth  rate  is  only  2.5  percent.  This  is  clearly 
unacceptable. 

To  pass  the  Tax  Test,  any  new  tax  system  must  be  predicated,  first  and  foremost,  on  a 
commitment  to  revitalizing  the  American  economy  and  lifting  barriers  to  opportunity    No  nation 
has  ever  taxed  its  way  to  prosperity.  Indeed,  one  of  the  worid's  fastest  growing  economies  over 
the  past  20  years.  Hong  Kong,  has  one  of  the  lowest  marginal  tax  rate  systems  -  1 5  percent  or  less 
-  on  labor  and  capital. 

America  has  experienced  three  periods  of  very  strong  economic  growth  in  this  century    In  the 
1920s,  the  1960s,  and  the  1980s.  Each  of  these  growth  spurts  coincided  with  a  period  of 
reductions  in  marginal  tax  rates.   In  the  eight  years  following  the  Harding-Coolidge  tax  cuts,  our 
economy  grew  by  more  than  five  percent  per  year.  President  Kennedy  called  for  tax  cuts  and  the 
economy  grew  by  nearly  five  percent  per  year  and  real  tax  revenues  rose  by  29  percent  fi-om  1 962 
to  1968  (after  remaining  flat  for  a  decade).  In  the  seven  years  after  President  Reagan's  1981  tax 
cuts,  the  economy  grew  by  nearly  four  percent  per  year  while  real  federal  revenues  rose  by  26 
percent 
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Among  the  hundreds  of  testimonies  and  citizen  letters  reviewed  by  the  Commission,  one  of  the 
most  compelhng  was  that  of  Van  Woods,  owner  of  Sylvia's  Restaurant,  a  family-run  establishment 
in  Harlem    In  concluding  his  testimony  to  the  Commission,  he  said,"Opportunity  is  the  ability  to 
look  in  the  face  of  my  son  and  say:  'I  don't  know  if  you  will  succeed,  but  you  can  " 

The  objective  of  any  tax  reform  plan  should  be  to  help  make  that  promise  a  reality  -  not  just  for 
Mr.  Woods'  children,  but  for  every  child  in  every  neighborhood.    Just  another  piece  of  legislation 
will  not  make  this  happen.  And  a  hodge-podge  compromise  from  existing  reform  proposals  will 
not  make  this  happen.  Very  simply,  the  American  people,  and  their  elected  officials  -  must  hold 
any  new  tax  plan  to  a  set  of  clear  standards  so  that  we  end  up  with  a  fair  and  simple  system 

Specifically,  tax  reform  must  meet  the  12  principle  and  policy  points  of  the  Tax  Test 

Six  points  of  principle: 

\E\        Economic  growth  through  incentives  to  work,  save  and  invest 

[El        Fairness  for  all  taxpayers 

\Ei        Simplicity  so  that  anyone  can  figure  it  out 

IE]        Neutrality  that  lets  people  and  not  government  make  choices 

[El        Visibility  to  let  people  know  the  cost  of  government 

IE]        Stability  so  people  can  plan  for  the  future 
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Six  points  of  policy: 

S  A  single  tax  rate 

E  A  generous  personal  exemption  to  remove  the  burden  on  those  least  able  to  pay 

IS  Lower  tax  rates  for  America's  families 

[H]  Payroll  tax  deductibility  for  workers 

S  Ending  biases  against  work,  saving  and  investment 

S  Making  the  new  tax  system  hard  to  change 

As  well  as  the  Tax  Test,  the  Commission  outlined  some  specific  proposals  for  tax  reform.    These 
proposals  were  gleaned  directly  from  Americans  who  must  live,  raise  their  families  and  run  their 
businesses  under  the  constraints  of  the  current  system 

SINGLE  TAX  RATE  -  A  single-rate  system  is  not  only  fair,  it  also  satisfies  the  principles  of 
simplicity,  visibility  and  stability    One  tax  rate,  coupled  with  a  generous  personal  exemption, 
together  produce  a  progressive  average  tax  rate    Low  income  taxpayers  would  owe  little  or  no 
tax    But  everyone  who  earns  enough  to  cross  the  threshold  of  the  exemption  would  face  exactly 
the  same  tax  rate  on  any  additional  income.    The  single  rate  should  be  as  low  as  possible.   And 
the  adoption  of  such  a  low  rate  should  be  within  the  framework  of  budget  equilibrium    Further, 
the  rate  should  be  lowered  over  time  as  a  growing  economy  yields  rising  revenues. 


251 


ELIMINATE  BIASES  AGAIN  WORK,  SAVING,  AND  INVESTMENT  -  In  order  to  end 
biases,  the  tax  system  must  either  let  savers  deduct  their  saving  or  exclude  the  returns  on  the 
saving  from  their  taxable  income.  It  must  end  double-taxation  of  business  and  their  owners  and 
permit  expensing  of  investment  outlays. 

A  new  tax  system  must  abolish  separate  taxation  of  capital  gains.  The  United  States  now  imposes 
some  of  the  highest  tax  rates  on  capital  of  any  developed  nation  -  a  28  percent  tax  on  long-term 
capital  gains  un-indexed  for  inflation    Compare  that  with  a  16  percent  rate  in  France;  a  1  percent 
rate  in  Japan,  and  a  zero  tax  on  capital  gains  in  Hong  Kong,  Germany,  South  Korea,  Singapore 
and  Malaysia. 

A  new  tax  system  must  stop  "death"  taxes.  It  makes  no  sense  and  is  patently  unfair  to  impose 
extra  taxes  on  people  who  choose  to  pass  their  assets  on  to  their  children.  Families  faced  with 
these  confiscatory  taxes  often  find  themselves  forced  to  sell  off  farms  or  businesses,  destroying 
jobs  in  the  process     Douglas  Arch  of  North  Carolina  testified  to  the  Commission,  "There  is 
something  wrong  with  a  tax  system  that  results  in  the  systematic  dismantling  of  small  businesses 
to  meet  estate  tax  obligations. " 


22-775    96-9 
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PAYROLL  TAXES  FULLY  DEDUCTIBLE  -  Federal  payroll  taxes  must  be  fully  deductible  - 
for  both  employers  and  employees    Many  employers  and  employees  pay  more  in  payroll  taxes 
than  they  do  in  federal  income  taxes.  Making  these  taxes  deductible  for  both  employers  and 
employees  will  reduce  obstacles  to  hiring  more  workers  and  will  fuel  America's  job  growth.  A 
small  business  owner  from  Arizona  wrote  to  the  Commission,  "I  have  a  huge  heartache,  and  that 
is  the  new  increase  in  the  payroll  tax  to  begin  January  1,  1996.   Is  there  not  a  way  to  stop  to  this 
"hidden"  tax''     If  we  could  eliminate  this  unfair  mandated  tax,  our  business  would  hire  two  more 
people.  With  the  new  tax.  one  person  will  be  let  go." 

LOWER  TAX  RATES  -  Under  the  current  tax  system,  workers  pay  income  tax  on  their  Social 
Security  tax  -  a  tax  on  a  tax    Employers  can  deduct  their  half  of  the  payroll  tax,  employees 
cannot    The  combined  burden  of  both  income  and  Social  Security  tax  is  particularly  hard  on 
workers  with  incomes  too  high  to  be  eligible  for  the  Earned  Income  Tax  Credit  (roughly 
$25,000),  but  too  low  to  be  below  the  threshold  where  the  Social  Security  tax  stops  being  taken 
out  of  paychecks  (about  S63,000). 

When  employer  and  employee  payroll  taxes  of  1 5  3  percent  are  taken  into  account,  workers  in  the 
28  percent  tax  bracket  actually  face  a  brutal  marginal  tax  rate  of  more  than  43  percent  on  any 
additional  income  they  earn    A  single  low  tax  rate  would  help  relieve  this  demoralizing  tax 
penalty  on  work  and  saving.  But  it  still  leaves  a  tax  on  a  tax. 


253 


Making  the  Social  Security  tax  deductible  would  help  reduce  the  combined  marginal  tax  rates  on 
middle-income  taxpayers  who  get  hit  by  both  taxes    A  one-earner  couple  with  a  $40,000  income 
currently  pays  tax  as  though  that  couple  really  received  the  entire  $40,000  -  even  though  they 
have  already  paid  over  $3,000  as  their  share  of  the  payroll  tax,  leaving  less  than  $37,000  on  which 
they  could  possibly  pay  income  taxes    By  making  the  payroll  tax  deductible,  income  taxes  would 
be  calculated  on  the  basis  of  working  families'  real  net  incomes. 

STABILITY  AND  LONGEVITY  -  Many  taxpayers  who  contacted  the  Commission  were 
concerned  that  a  new  tax  system  could  easily  become  complicated,  restrictive  and  intrusive  again 
A  new  system  should  guarantee  both  stability  and  longevity    The  Commission  recommends  this 
be  achieved  by  requiring  a  supermajority  vote  of  both  houses  of  Congress  to  raise  the  tax  rate. 
The  roller-coaster  ride  of  tax  policy  in  the  past  few  decades  has  fed  citizens'  cynicism  about  the 
possibility  of  real  long-term  reform,  while  fliehng  frustration  with  Washington    The  initial 
optimism  inspired  by  the  low  rates  of  the  1986  Tax  Reform  Act  soured  into  disillusionment  and 
anger  when  taxes  subsequently  were  hiked  two  times  in  less  than  seven  years    A  two-thirds 
supermajority  vote  of  Congress  will  earn  Americans'  confidence  in  the  longevity,  predictability 
and  stability  of  any  new  tax  system 

The  window  of  opportunity  for  tax  reform  is  open  as  wide  as  it  will  ever  be    The  debate  over  just 
how  to  reform  our  tax  system  must  pass  through  that  window  and  become  meaningful  federal 
legislation    The  thousands  of  Americans  who  contacted  the  Commission  represent  a  nation  ready 
and  willing  for  change.  Congress  needs  to  listen  to  these  Americans  and  deliver  a  tax  system  that 
effects  growth  and  prosperity 
2169  -  word  count 
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I  am  Dean  Kleckner,  a  com,  hog  and  soybean  farmer  from  Rudd,  Iowa  and  President  of  the 
American  Farm  Bureau  Federation.  I  recently  served  as  a  member  of  the  National  Commission  on 
Economic  Growth  and  Tax  Reform  created  by  House  Speaker  Newt  Gingrich  and  Senate 
Majority  Leader  Robert  Dole.  The  purpose  of  the  Commission  was  to  study  the  current  tax 
system  and  make  recommendations  for  reform.  The  Commission  released  its  recommendations  in 
mid-January. 

Since  most  farmers  and  ranchers  are  small  business  people,  I  look  at  tax  reform  from  the  small 
business  perspective.  The  Commission  held  a  hearing  in  Omaha  last  August  to  receive  testimony 
from  farmers  and  ranchers  and  small  business  people.  Many  of  the  concerns  were  similar.  The 
current  tax  system  is  costly  to  administer  and  takes  away  money  that  could  be  reinvested  in 
business  to  produce  new  jobs  and  economic  growth.  We  were  also  told  that  the  current  system 
leaves  taxpayers  in  fear.  Despite  their  best  efforts  and  the  efforts  of  accountants  and  tax 
specialists,  they  fear  facing  the  IRS  to  explain  why  they  did  what  they  did.  This  always  happens 
today  when  the  taxpayers  interpretation  of  the  tax  regulations  conflicts  with  an  IRS  agents 
interpretation  of  the  regulations. 

Many  of  you  are  familiar  with  the  Commission's  recommendations.  I  do  not  have  time  to  go 
through  all  of  the  report.  I  want  to  focus  on  what  we  call  the  "tax  test."  It  appears  on  page  four 
of  the  report.  It  is  a  set  of  principles  and  policies  to  evaluate  all  tax  reform  plans. 

The  tax  test  has  six  points  of  principle  and  six  points  of  policy. 

The  six  points  of  principle  are: 
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Economic  growth  through  incentives  to  work,  save,  and  invest; 

Fairness  for  all  taxpayers; 

Simplicity  so  that  anyone  can  figure  it  out; 

Neutrality  that  lets  people  and  not  government  make  choices; 

Visibility  to  let  people  know  the  cost  of  government;  and 

Stability  so  people  can  plan  for  the  future. 

The  Commission  members  considered  these  six  principles  as  the  bedrock  of  any  tax  reform  effort. 
They  seem  so  simple  and  straight  forward.  If  you  think  about  them  for  a  while,  you  begin  to 
realize  that  these  simple  principles  are  a  complete  rejection  of  the  tax  policies  of  the  last  50  years. 
The  focus  has  been  on  income  transfer,  not  economic  growth.  While  the  political  talk  is 
"fairness,"  the  current  tax  system  is  so  convoluted  that  people  with  equal  incomes  and 
circumstances  do  not  pay  equal  taxes.  The  tax  system  is  so  complex  that  government  makes 
choices  for  people  rather  than  allowing  individuals  to  make  those  choices.  People  do  not  know 
the  true  cost  of  government.  The  current  tax  system  has  been  substantially  changed  3 1  times  in 
the  past  40  years.  Those  people  who  have  been  critical  of  our  vision  for  tax  reform  are  working 
from  a  different  set  of  principles. 

Once  the  Commission  had  a  set  of  principles,  we  tried  to  focus  on  a  short  list  of  policies  that 
reflected  those  policies.  These  include: 

A  single  tax  rate; 

A  generous  personal  exemption  to  remove  the  burden  on  those  least  able  to  pay; 

Lower  tax  rates  for  America's  families; 

Payroll  tax  deductibility  for  workers; 

Ending  biases  against  work,  saving,  and  investment;  and 

Making  the  new  tax  system  hard  to  change. 

Based  on  my  years  of  talking  to  farmers  and  ranchers  about  tax  issues  and  listening  to  small 
business  people  testify  to  the  Commission,  I  believe  the  points  of  policy  are  what  small  businesses 
across  the  country  need  in  order  to  prosper.  We  can,  and  should,  argue  over  the  best  options  to 
achieve  these  policy  points,  but  I  believe  there  is  little  doubt  about  the  need  to  move  toward  these 
policies. 

Farm  Bureau  has  been  heavily  involved  in  tax  policy  issues  for  years.  I  have  enclosed  as  part  of 
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my  written  comments  the  tax  policies  adopted  by  our  voting  delegates  in  January  of  this  year. 
You  will  see  our  concerns  about  defining  income  and  business  deductions,  the  complexity  of  the 
code,  the  tax  penalties  on  saving  and  investing  and  taxes  at  death.  Each  year  our  list  of  concerns 
gets  longer  and  longer  as  local  and  state  Farm  Bureau  leaders  voice  the  frustrations  they  have 
with  the  current  tax  system. 

The  economy  needs  fundamental  tax  reform.  Scissoring  around  the  edges  by  changing  rates  and 
deductions  without  fundamental  reforms,  as  was  done  by  Congress  in  1986,  is  not  good  enough. 
All  citizens  have  a  stake  in  the  outcome. 

Thank  you  for  inviting  me  and  I  will  be  happy  to  answer  questions. 

F:\slm\kleckner.m25 
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Background: 

Stamco  Industries,  Inc.  (  Stamco  )  is  a  member  of  a  group  of  small  companies 
owned  by  William  E.  Sopko.  All  the  member  companies  of  this  group  are  S  - 
Corps  and  are  engaged  in  various  unrelated  businesses.  Stamco  is  a  metal 
stamping  plant  providing  parts  for  the  first  tier  automotive  and  truck  parts 
supphers.  Stamco  began  business  in  1983  with  seven  (  7  )  employees  and 
about  $  1,000,000  of  customer  orders.  Since  1983  the  company  has  grown 
to  140  employees  and  $  26,000,000  in  sales.  During  this  period,  Stamco  has 
struggled  to  make  the  capital  investments  necessary  to  remain  competitive  in 
the  global  automotive  market.  Currently,  many  of  our  operations  are  manual 
and  we  must  make  major  capital  investments  in  equipment  and  technology  to 
satisfy  our  customer's  demands  in  the  areas  of  PRICE,  QUALITY  and 
DELIVERY.     Stamco  has  made  significant  productivity  improvements  but 
we  can  no  longer  offset  the  increases  in  taxes,  government  regulation,  and 
wage  rates  to  realize  acceptable  profits. 
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Analysis: 

In  order  to  fully  understand  the  impact  of  taxes  on  a  small  business,  it  is 
important  to  identify  the  type  of  taxes  incurred  and  their  magnitude 


Type  of  Tax 

1993 

1994 

1995 

Income  Taxes: 

Federal 

$  52,353 

$  397,439 

$  450,003. 

State    - 

9,254 

70,254 

85,533. 

Local 

2,724 

21,070 

28,300. 

Payroll  Taxes: 

PICA 

283,533 

323,042. 

351,393. 

PUTA 

8,757 

9,011 

9,202.. 

OBES 

16,574 

22,992 

26,084. 

Property  Taxes: 

Real  Estate 

38,172 

44,400 

48,184 

Personal  Property 

108,540 

102,576 

126,957. 

Consumption  Taxes: 

Sales  Tax 

29,023 

19,695 

10,842. 

TOTAL 

$     548,930 

$  1,010,479 

$ 

1,136,498. 

Withholding  Taxes: 

FWT 

527,808 

601,249 

$ 

641,037. 

PICA 

283,533 

323,042 

351,392. 

SWT 

127,133 

145,511 

156,986. 

Local 

75,426 

90,884 

134,125 

TOTAL  Withholding  Taxes 

$  1,013,900 

$   1,160,686 

$ 

1,283,540. 

GRAND  TOTAL 

$  1,562,830 

$  2,171,165 

$  2,420,038. 

SUMMARY 

Taxes  Per  Employee 

$  13,954 

$   15,398 

$ 

17,286. 

Taxes  as  percentage  of  Sales 

7.8% 

8  88% 

930% 

Taxes  as  percentage  of  Stamco 

15.32% 

17.36% 

20.50% 

Contribution. 


Taxes  are  a  major  cost  factor  to  our  business  and  directly  effect  our  ability  to 
compete  on  a  global  basis. 
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Major  barriers  inherent  with  current  tax  code: 

1.  Constant  Change: 

The  current  tax  code  has  been  changed  numerous  times  over  the  past 
forty  plus  years.  In  the  past  ten  (  10  )  years  these  changes  have  been 
major  and  have  drastically  effected  the  tax  planning  of  every  small 
business.  This  instability  and  retroactive  nature  of  the  code  makes  it 
impossible  to  plan  for  expansion,  improvements  or  even  survival. 
Business  plans  developed  five  years  ago  based  on  tax  law  at  the  time 
would  have  different  results  today.  In  our  business  it  can  take  2  to  3 
years  fi^om  the  beginning  or  quoting  of  a  project  until  production 
actually  begins.  If  tax  laws  change  during  this  time  we  can  incur 
unexpected  cost  that  cannot  be  passed  on  to  our  customer. 

A  simple,  stable  tax  structure  will  provide  small  business  the 
framework  to  compete  and  succeed  in  the  highly  competitive  global 
automotive  environment. 

2.  Cost  Recovery: 

A  company's  abiUty  to  make  capital  improvements  is  usually  directly 
related  to  its  abihty  to  finance  and  pay  for  the  capital  expenditure. 
Unlike  large  corporations  that  can  obtain  capital  from  the  equity 
markets,  small  businesses  must  rely  on  their  ability  to  fund  capital 
spending  out  of  earnings.  Under  the  current  depreciation  system, 
depreciable  hves  of  capital  assets  extend  beyond  the  time  fi^ame  that 
conventional  lenders  are  willing  to  finance  the  acquisition  of  the  assets. 
For  example: 

Building  and  real  estate  additions  are  depreciable  over  39.5 
years.  Conventional  lenders  rarely  amortize  mortgages  on 
business  real  estate  longer  than  15  years.  The  small  business  is 
at  a  sever  cash  flow  disadvantage  because  they  must  payoff  the 
debt  before  they  recover  the  cost  for  tax  purposes. 

Major  equipment  purchases  are  depreciable  over  7  years  for 
MACRS  but  12  years  for  Alternative  Minimum  Tax.  Again 
conventional  lenders  usually  amortize  equipment  loans  over  a 
shorter  5  year  period.  The  result  is  the  same  ,  NEGATIVE 
CASH  FLOW. 
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The  complexity  of  the  current  cost  recovery  system  adds  thousands  of 
dollars  of  non-value-added  professional  fees  to  even  the  simplest  small 
business  tax  return.  Every  company  is  required  to  maintain  at  least  5 
separate  depreciation  schedules  of  each  capital  asset.  These  schedules 
are: 

1 .  Book  Depreciation 

2.  Tax  Depreciation  (  MACRS  ) 

3.  Alternative  Minimum  Tax  Depreciation 

4.  ACE  Depreciation 

5.  Personal  Property  Tax  Depreciation 

As  a  result  of  the  different  depreciation  schedules,  the  sale  of  an  asset 
can  result  in  4  separate  gain  or  loss  computations. 

The  result  is  substantial  wasted  administrative  and  professional  time  to 
maintain  duplicate  records.  Are  the  costs  worth  the  rewards  ?? 

The  cost  recovery  system  of  the  early  1980's  provided  a  simple 
straightforward  program  that  gave  business  the  ability  to  expand, 
improve  their  processes  and  maintain  the  cash  flow  necessary  to  fund 
the  project. 

Complexity: 

The  complexity  of  the  current  tax  system  makes  it  improbable  to  file  an 
accurate  tax  return.  It  is  well  known  that  every  year  a  tax  problem  is 
presented  to  50  tax  professionals  and  tax  preparers  to  determine  how 
many  calculate  the  "correct"  tax  liability.  Most  years  there  are  many 
different  results  (  many  times  50  )  and  it  sends  a  message  to  all  tax 
payers  that  it  is  impossible  to  file  a  "correct"  tax  return.  The  system 
must  be  completely  redone  to  provide  a  system  people  understand  and 
believe  in. 

Pension  /  Profit  Sharing  Plans: 

Every  day  the  public  hears  that  the  Social  Security  system  will  not 
survive  in  the  future.  This  message  makes  it  clear  that  private 
retirement  plans  and  personal  savings  are  needed  to  fill  the  gap. 
However,  the  rules  and  requirements  for  company  sponsored  qualified 
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retirement  plans  become  more  difificult  and  restrictive  every  year.  The 
eligible  wage  limits  for  small  business  owners  has  been  reduced  to 
$  150,000.  This  reduction  limits  the  contribution  the  owners  can  make 
and  results  in  smaller  contributions  for  all  employees.  Thus  defeatuig 
the  expansion  of  private  retirement  plans  to  fill  the  gap  created  by 
Social  Security.  What  message  is  the  tax  law  sending  ?? 

With  all  the  restrictions  on  contributions  for  owners,  is  it  really 
necessary  to  have  the  top  heavy  rules  ?? 

Employees  covered  by  qualified  retirement  plans  are  restricted  or 
prohibited  fi"om  make  deductible  contributions  to  IRA  plans.  Why  ?? 

As  a  small  business  we  need  simple  retirement  plans  that  will  reduce 
the  waste  of  fimds  for  compliance  issues  and  maximize  the  fimds  that 
will  be  available  for  retirement. 

5.  Health  Care: 

Small  businesses  (  which  many  times  operate  as  S-Corps  or 
Partnerships )  employ  more  than  50%  of  the  workforce  in  the  private 
sector  and  provide  a  substantial  portion  of  the  growth  in  jobs.  The 
current  tax  law  allows  corporations  to  deduct  health  care  insurance 
costs  for  employees.  However,  S-Corps  and  Partnerships  are  subject 
to  special  rules  which  deny  deductions  for  the  health  care  costs  of  the 
owners  and  partners.  Why  deny  health  care  insurance  deductions  to 
small  business  owners  ?  In  many  cases  these  small  companies  will  not 
provide  health  care  insurance  for  their  employees  because  the  owner 
cannot  get  a  benefit.  In  large  pubhc  companies  the  executive  officers 
may  earn  milhons  of  dollars  annually  and  they  are  still  ehgible  to 
deduct  their  health  care  costs.  If  the  goal  is  to  provide  health  care 
cover  for  all  Americans,  wouldn't  it  be  appropriate  to  provide  the 
owners  of  companies  and  partnerships  that  employ  50%  of  the 
workforce  with  an  equal  benefit  ? 

6.  Competition  with  Welfare  Programs  for  Employees: 

Attracting  and  retaining  quality  individuals  is  a  major  problem  for  most 
small  businesses.  We  compete  with  each  other  and  large  corporations 
for  a  limited  number  of  talented  people.    We  also  compete  with 
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welfare  programs  for  entry  level  people.  In  many  cases,  people  on 
welfare  programs  cannot  "afford"  to  take  an  entry  level  position  to 
learn  today's  skills  and  improve  themselves.  Therefore,  they  stay  on 
welfare  and  continue  to  be  an  unproductive  member  of  society.  This 
trap  must  be  eliminated  to  reduce  the  dependence  on  government 
subsidies  and  provide  business  with  an  expanding  labor  pool  to  draw 
upon.  Without  quahfied,  trained  and  motivated  employees  America's 
businesses  will  suffer  in  the  global  competition. 
Conclusion: 

1  believe  it  is  clear  that  the  current  tax  system  must  be  replaced  with  a 
system  that  is  simple,  fair  and  stable. 
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"CASH  -  WHEN  YOU  HAVE  ENOUGH  IT  DOESN'T  MATTER,  WHEN  YOU 
DON'T  HAVE  ENOUGH  NOTHING  ELSE  MAUERS."  AUTHOR  UNKNOWN 

As  a  small  business  owner  this  is  the  axiom  I  have  lived  with  for  the  last 
twenty  years. 

Grand  River  Rubber  and  Plastics  is  a  small  manufacturer  of  dense 
rubber  products  located  in  Ashtabula,  Ohio.  Founded  in  1976,  through  the 
purchase  of  the  former  Dunne  Rubber  and  Plastics  Company,  we  have 
grown  from  42  employees  and  sales  of  $750,000  to  130  employees  and 
sales  of  $15,000,000.  I  believe  we  have  accomplished  this  while  being  good 
employers  paying  a  fair  wage  and  good  corporate  citizens  supporting  the 
community  in  which  we  work  and  live. 

Our  average  shop  floor  employee  earned  $35,000  in  1995  with  many 
earning  between  $40,000  and  $50,000  without  excessive  overtime  being 
required  to  accomplish  this.  Our  total  payroll  for  1995  was  $4,350,000  and 
my  compensation  as  President  was  approximately  five  times  that  of  our 
higher  paid  hourly  employees.  As  you  can  see  we  feel  a  strong  commitment 
to  our  employees  to  offer  them  opportunity  while  meeting  the  ever  increasing 
needs  of  our  customers. 

Why  is  this  significant  to  today's  hearing?  It  is  only  because  how  and 
what  the  government  requires  of  us  in  taxes  bears  a  direct  relationship  to  our 
ability  to  keep  this  organization  viable  and  growing.  As  we  consider  the 
demands  of  today's  economy  there  are  several  things  that  are  painfully  clear 
to  us: 

1.  Companies  that  require  price  increases  to  maintain 
or  grow  their  bottom  line  will  not  survive  to  the  year 
2000. 

2.  Companies  that  do  not  make  the  commitment  to 
grow  with  their  customers  will  find  their  customers 
leaving  for  suppliers  who  will. 

We  believe  the  answer  to  these  two  challenges  are  through 

1.       Waste  Reduction  -  (Materials  and  Manpower) 
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2.       Automation  -  (Without  loss  of  jobs  or  reduced  opportunity) 

Seems  simple  enougii,  right?  But  the  real  challenge  that  lies  ahead  is 
finding  the  capital  to  fund  all  that  we  need  to  accomplish  to  survive  in  v\/hat 
is  now  a  world  economy  and  having  the  return  be  worth  the  risk. 

As  my  partners  and  I  gather  each  year  at  our  annual  meeting  to  review 
our  progress  and  plan  our  future  we  look  at  three  issues: 

1.  What  are  we  risking  and  what  are  the  costs  of 
growing  the  franchise. 

2.  Will  it  better  sen/e  our  customers  and  their  needs. 

3.  Will  it  create  long  term,  well  paying  jobs. 

Discussions  of  each  of  these  items  always  seems  to  revolve  around 
where  do  we  get  the  cash  to  finance  this  growth: 

1 .  Can  we  borrow  from  our  bank?  Sure  we  can  and  we 
have.  Over  the  last  two  years  we  have  invested  in 
excess  of  $1,000,000  in  new  equipment  and 
technology  and  have  borrowed  heavily  to  do  so. 

2.  Can  we  generate  cash  internally?  Sure  we  can  and 
have  as  we  have  been  profitable  each  of  our  twenty 
years  in  business.  As  a  Sub-S  Corporation,  during 
1996,  we  will  need  to  distribute  more  than  one  half  of 
the  cash  we  will  generate  through  earnings  to  just 
pay  the  tax  liability  on  our  1995  and  estimated  1996 
earnings.  We  will  use  another  approximately  30%  to 
reduce  long  term  debt  already  incurred  leaving  little 
enough  to  finance  the  growth  of  the  business.  We 
are  unable,  like  larger  corporations,  to  raise  capital 
by  issuing  stock  or  Corporate  Bonds  and  eventually 
we  will  reach  our  borrowing  limit  from  traditional 
sources. 
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Unfortunately  we  are  also  faced  with  the  reality  that  under  the  current 
tax  laws  we  are  to  the  point  of  greatly  diminishing  returns.  When  we  add 
together  just  the  obvious  tax  liabilities  and  cost  of  money  of  a  Sub-S 
corporation  we  are  struck  by  what  appears  an  unfavorable  risk/reward 
relationship. 

Federal  Income  Tax  -  39.6%  (blended) 

State  Income  Tax  -  7.5%  (blended) 

Local  Income  Tax  -  1.0% 

Cost  to  borrow  -  9,0%  (currently) 


Total  57.1% 

The  bottom  line  is  that  when  we  grow  we  don't  just  risk  the  expansion  we 
risk  the  whole  franchise.  But,  we  know  if  we  do  not  grow  and  continue  to 
meet  the  needs  of  our  customers  some  else  will.  We  are  not  unique  in  our 
product  only  in  our  approach  to  serving  our  customers.  If  we  cease  to  exist 
tomorrow  a  competitor  will  step  in  to  fill  the  void. 

How  can  the  government  help  small  businesses  grow  and  continue  to 
create  80  plus  percent  of  the  jobs.  I  believe  the  answer  is  simply  to 
encourage  growth  through  investment. 


Some  of  the  issues  which  stifle  investment  that  need  to  be  addressed 


are: 


1.  Need  for  an  Investment  Tax  Credit. 

2.  Allowing  accelerated  depreciation  or  greater  current 
tax  year  write-off. 

3.  Leveling    the    tax    rate    between    Sub-S    and    C 
Corporations. 

4.  Elimination  of  the  Alternative  Minimum  Tax. 

I  believe  incentives  can  be  created  that  encourage  investment  and 
allow  small  businesses  to  grow  to  their  greatest  potential.  Don't  forget  "A 
rising  tide  floats  all  boats."  I  also  support  the  recommendations  of  the  Kemp 
Commission  and  the  "Tax  Test'  as  described,  not  only  for  our  business  but 
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also  for  our  employees.  We  do  not  need  a  tax  system  that  provides 
disincentives  rather  than  incentives  to  work  and  save.  Personally  I  look  at  the 
additional  hours  each  week  I  am  going  to  have  to  work  managing  a  business 
that  is  growing.  Is  the  reward  there?  I  have  talked  to  many  of  our 
employees  and  they  become  reluctant  to  work  the  overtime  our  customers 
sometimes  require  because  they  view  it  as  just  more  money  to  taxes  with 
little  increase  in  take  home  pay.  Specifically  the  issue  of  deductibility  of 
payroll  taxes  would  go  a  long  way  to  encourage  people  to  work  the 
additional  hours  and  improve  their  standard  of  living. 

Let  me  be  clear  on  one  issue  if  nothing  else.  I  am  committed  to 
paying  my  fair  share  of  taxes.  I  am  not  looking  for  a  free  ride  or  handouts. 
I  only  ask  for  a  level  playing  field  as  we  try  to  compete  globally.  I  ask  for  a 
reasonable  return  on  my  investment  of  money  and  time  and  the  opportunity 
to  offset  the  risk  with  reward.  I  have  enjoyed  the  last  twenty  years  during 
which  time  I  have  seen  our  business  double  every  four  to  five  years.  I  would 
very  much  like  to  see  this  growth  continue.  Creating  opportunity  for  our 
employees  and  providing  value  to  our  customers  is  what  we  are  all  about. 
Please  provide  us  with  the  chance  to  continue  to  do  that. 
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Good  morning.  My  name  is  Bob  Smith,  and  I  am  a  partner  in  Spero-Smith  Investment 
Advisers,  Inc.  Beachwood,  Ohio.  I  am  the  Vice-Chairman  for  the  Government  Action 
Group  of  COSE  (The  Council  of  Smaller  Enterprises),  a  division  of  the  Greater 
Cleveland  Growth  Association.  As  you  may  know  COSE  is  the  largest  local  small 
business  organization  in  the  nation.  I  very  much  appreciate  the  opportunity  to  testify 
today  on  this  important  issue  of  taxation  and  the  need  for  reform.  As  a  small  business 
owner,  and  an  investment  adviser  to  small  businesses.  I  can  tell  you  that  the 
importance  of  tax  reform  cannot  be  overstated. 

We  want  to  commend  the  Subcommittee.  Chairwoman  Smith  and  Congressman 
LaTourette  for  holding  these  hearings  at  the  local  level  especially  in  Northeastern 
Ohio.  Continued  economic  growth,  especially  that  which  will  create  job  growth,  will  be 
dependent  on  a  strong  and  vital  small  business  sector.  Without  small  business 
leading  the  way,  economic  growth  will  stall. 

The  Greater  Cleveland  Growth  Association  recently  embari<ed  on  a  strategic  plan  with 
a  focus  on  economic  growth  and  jobs  creation.  This  focus  was  a  result  of  a  study 
done  by  McKinsey  &  Company,  which  demonstrated  that  although  improvements  had 
been  made  over  the  past  decade,  the  need  for  jobs  creation  is  especially  necessary 
now. 
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The  Growth  Assodafon's  strategic  plan  outlined  eight  priority  areas  that  needed  to  be 
implemented  to  provide  economic  growth  and  jobs  creation.  The  second  priority  in  this 
plan  is  to  increase  the  formation  and  expansion  of  small  to  mid-size  businesses  in  the 
greater  Cleveland  area.  To  that  end,  it  will  be  necessary  to  increase  the  availability  of 
capital  (money)  to  small  to  mid-size  businesses  and  to  do  that  will  require  lowering  the 
cost  of  money  for  smaller  enterprises.  The  cost  of  money  is  the  return  or  profitability 
required  by  investors  for  the  use  of  their  money  after  adjusting  for  risks,  inflation,  and 
taxation.  Small  businesses  have  a  very  high  cost  of  capital  because  of  risks  unique  to 
them  relative  to  larger  businesses,  such  as  dependence  on  a  few  key:  individuals, 
clients  or  customers,  products  or  services,  martlets  or  suppliers.  By  definition,  small 
businesses  have  very  little  leverage  vwth  any  of  the  above.  Leverage  creates 
economies  of  scale  and  the  ability  to  obtain  better  pricing.  Small  businesses  also  have 
a  much  higher  cost  of  money  because  of  the  lack  of  liquidity  for  the  buying  and  selling 
of  the  shares  of  their  stock  as  well  as  the  lack  of  mari^etability  of  the  stock  of  their 
businesses.  For  these  reasons,  it  is  imperative  for  small  businesses  to  have  lower 
taxes  because  the  recovery  of  tax  expense  only  goes  to  increase  this  cost  of  money. 

The  current  income-tax  system  encourages  debt  and  consumption   as  well   as 
discourages  the  creation  of  capital.    This  system  evolved  primarily  from  the  Great 
Depression  v^^ich  has  been  characterized  as  an  era  of  insufficiency  of  demand  and 
excess  of  capital.  The  tax  policies  needed  today  are  just  the  opposite.   We  need  tax 
policies  designed  to  encourage  saving  and  investing  and  to  discourage  consumption. 
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One  of  the  implications  of  the  flat  tax  proposal  would  be  the  reduction  of  corporate 
debt,  since  no  interest  would  be  deductible.  It  is  my  professional  judgment  that  many 
large  corporations  currently  use  debt  because  of  its  relative  cheapness,  especially  on 
an  after-tax  basis  and,  that  given  the  lack  of  deductibility  in  a  flat  tax  environment,  they 
would  choose  to  pay  off  their  debt.  This  would  also  increase  their  corporate  cash 
flows  as  debt  service  requirements  are  reduced.  These  higher  annual  cash  flows 
could  then  be  used  to  reinvest  in  the  business  and  create  economic  growth  and 
additional  jobs.  As  a  result,  more  credit  would  be  available  to  the  small-business 
market,  since  the  large  corporations  currently  have  crowded  out  the  small  business.  It 
is  much  easier  for  banks  to  lend  money  to  large  corporations  because  of  the 
economies  of  scale  of  a  large  loan  transaction  versus  many  smaller  transactions.  With 
less  demand  in  the  large  business  marketplace,  banks  would  be  forced  to  go  in  search 
of  other  markets  especially  the  small  business  area. 

The  high  marginal  tax  rates  on  ordinary  income  reduce  profitability  of  all  profitable 
businesses.  The  high  capital  gains  taxes  and  the  double  taxation  on  dividends  further 
hampers  small  businesses  because  of  the  huge  cost  of  compliance.  In  other  words, 
high  tax  rates  create  incentives  for  business  owners  to  find  ways  to  minimize  their  tax 
obligations  which  require  the  use  of  CPAs  for  instance.  This  cost  of  compliance  like  all 
regulations  is  more  significant  to  the  small  business  enterprise  because  of  the  lack  of 
economies  of  scale. 
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It  is  generally  understood  that  because  of  high  tax  rates,  the  closely-held  business 
owner  is  compelled  to  manage  the  business  with  the  focus  on  controlling  or  lowering 
taxable  income.  For  example,  the  first  discussion  by  a  potential  buyer  of  a  privately 
held  business  is  to  determine  what  expenses  have  been  incurred  to  lower  profits  so 
that  a  buyer  has  a  better  understanding  of  what  the  future  profitability  of  this  business 
could  be. 

The  high  capital  gains  tax  rates  work  to  lower  the  valuation  of  all  businesses,  public  or 
private.  All  investors  understand  the  need  to  recover  the  cost  of  all  expenses  in  their 
investment  decisions.  An  example  of  this  occurred  in  mid-1994  when  the  Israeli 
government  announced  a  new  10%  capital  gains  tax.  The  stock  martlet  in  Israel 
dropped  10%  in  one  day.  This  caused  the  govemment  to  rethink  their  rules  and,  within 
six  months,  they  rescinded  the  10%  capital  gains  tax  and  the  market  responded  with 
an  immediate  10%  increase. 

The  high  capital  gains  tax  rate  also  worits  to  slow  the  flow  of  capital  which  is  another 
component  of  the  cost  of  money.  As  an  investment  advisor  with  many  taxable 
accounts,  I  must  manage  portfolios  to  be  tax  efficient.  For  instance,  we  have  several 
clients  with  investments  that  they  have  held  for  years  with  almost  no  cost  basis.  The 
Idea  of  selling  that  holding  and  recognizing  the  capital  gains  does  not  sit  well  with  our 
clients,  despite  my  concerns  regarding  the  projected  fundamentals  of  the  company  or 
a  concentration  of  the  assets  for  the  client. 
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Payroll  taxes  are  another  example  of  this  very  special  burden  on  the  small  business 
and  has  had  a  big  impact  on  the  slowing  of  jobs  creation.  The  expense  of  payroll  tax, 
especially  the  PICA  or  Social  Security  match,  with  the  self-employment  tax  for  the  self- 
insured,  is  a  disproportionate  tax  burden  on  small  businesses.  An  example  of  the  law 
of  unintended  consequences  is  that  payroll  taxes  have  led  to  an  increase  in  the 
"underground  economy".  Many  independent  contracts  negotiate  aggressively  lower 
rates  in  return  for  payment  in  cash.  Although  the  current  government  response  to  this 
has  been  to  increase  the  cost  of  compliance  by  requiring  1099  reporting  by  the  clients, 
it  has  only  gone  to  increase  the  huge  cost  of  compliance  burden. 

Another  example  of  burden  due  to  the  current  tax  code,  is  the  estate  tax.  Estate  taxes 
have  created  an  industry  of  service  providers  (CPAs.  attorneys,  insurance  salesmen, 
valuation  consultants,  and  financial  planners)  who  help  the  business  owners  avoid 
paying  taxes.  All  these  service  providers  represent  the  cost  of  compliance  to  many 
small  business  owners  and  it  is  obvious  that  the  elimination  of  the  estate  taxes  would 
certainly  add  to  economic  growth  by  more  appropriate  use  of  the  dollars  than  to  pay 
for  compliance.  The  estate  tax  problem  is  a  special  fear  for  the  small  business  owner 
because  it  often  means  the  forced  sale  of  the  business  to  have  estate  taxes  paid.  I 
have  seen  numerous  examples  of  family  businesses  that  were  forced  to  be  sold  in 
order  to  create  the  cash  necessary  to  pay  the  estate  tax. 
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In  closing,  I  want  to  thank  the  Subcommittee  again  for  hosting  this  meeting  in 
Northeastern  Ohio.  As  I  mentioned,  COSE  and  the  Greater  Cleveland  Growth 
Association  have  a  strong  commitment  to  economic  growth  and  jobs  creation.  There  is 
a  strong  history  in  Northeastern  Ohio  of  public/private  partnership  and  working  towards 
these  objectives.  We  strongly  encourage  movement  toward  a  more  simplified  tax 
structure  with  lower  rates  to  reduce  the  cost  of  money  and  lower  the  cost  of 
compliance.  It  would  improve  the  allocation  of  capital  by  making  more  investment 
decisions  based  on  the  merits  of  the  investment  and  not  on  the  tax  consequences.  It 
would  also  allow  for  economic  growth  and  the  job  creation  that  follows  with  that. 
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My  name  is  Kathryn  E.  Tatman.  I  am  a  partner  in  the  regional  certified  public 
accounting  firm  of  Ciuni  &  Panichi,  Inc.  located  in  Beachwood,  Ohio.  I  am  a  Certified 
Public  Accountant  and  Certified  Pension  Consultant  and  therefore  my  focus  is  in  the 
area  of  Tax  Planning,  Tax  Compliance,  Pension  Planning,  Pension  Compliance  and  Pension 
Administration  for  our  clients  as  well  as  the  firm  of  Ciuni  6  Panichi,  Inc.  Our  firm 
employs  84  employees  and  the  majority  of  businesses  we  serve  are  small  businesses.  Our 
clients  are  entities  which  are  closely  held  and  therefore  their  stock  is  not  publicly 
traded.  Our  clients  are  not  concentrated  in  one  particular  industry,  but  rather 
represent  a  full  range  of  industries  including,  but  not  limited  to,  manufacturing, 
service  organizations,  professional  services,  distributors,  wholesalers  and  retailers! 

Today  I  will  comment  on  pension  and  deferred  compensation  issues  and  how  they 
relate  to  the  problems  and  complexities  of  the  current  code.  I  have  been  advising 
clients  since  1977  and  my  primary  focus  has  been  tax  and  pension  issues  of  closely  held 
small  businesses. 

Currently,  only  14.9  percent  of  businesses  with  500  or  fewer  employees  offer 
retirement  plans.  The  SBA's  Office  of  Advocacy  cites  that  only  13.3  percent  of  firms 
with  25  or  fewer  employees  (92  percent  of  all  firms  and  20  percent  of  the  workforce) 
offer  pension  plans.  A  recent  Council  of  Smaller  Enterprises  survey  confirms  that 
pension  and  retirement  plans  are  not  common  among  small  businesses.  This  survey  also 
confirms  cost  and  complexity  of  regulations  as  the  overwhelming  prohibitive  factors  of 
offering  a  plan.  Considering  that  small  businesses  account  for  54  percent  of 
employment  in  the  United  States,  these  statistics  are  disturbing. 

In  1974,  the  Employee  Retirement  Income  Security  Act  (ERISA)  became  law, 
intending  to  provide  security  for  private  sector  retirees.  Unfortunately,  most  laws 
and  regulations  enacted  since  that  time  have  had  the  opposite  effect,  resulting  in 
costly  and  complex  regulations,  therefore,  preventing  small  businesses  from  starting 
and  maintaining  employee  pension  programs. 

For  example  the  following  represents  tax  legislation  impacting  pension/ 
deferred  compensation  since  the  enactment  of  ERISA  in  1974: 

Employee  Retirement  Income  Security  Act  of  1974  (H.R.  2) 

Tax  Reduction  Act  of  1975  (H.R.  2166) 

Revenue  Adjustment  Act  of  1975  (H.R.  9968) 

Tax  Reform  Act  of  1976  (H.R.  10612) 

Tax  Reduction  and  Simplification  Act  of  1977  (H.R.  3477) 

Taxation  of  Fringe  Benefits  (H.R.  12841) 

Revenue  Act  of  1978  (H.R.  13511) 

Fringe  Benefit  Regulations  (H.R.  5224) 

Technical  Corrections  Act  of  1979  (H.R.  2797) 

Omnibus  Reconciliation  Act  of  1980  (H.R.  7765) 

Miscellaneous  Revenue  Act  of  1980  (H.R.  7956) 

Economic  Recovery  Tax  Act  of  1981  (H.R.  4242) 

Omnibus  Budget  Reconciliation  Act  of  1981  (H.R.  3982) 

Tax  Equity  &  Fiscal  Responsibility  Act  of  1982  (H.R.  4961) 

Technical  Corrections  Act  of  1982  (H.R.  6056) 

Retirement  Equity  Act  of  1984  (H.R.  4280) 

Deficit  Reduction  Act  of  1984  (H.R.  4170) 

Consolidated  Omnibus  Budget  Reconciliation  Act  of  1985  (H.R.  3128) 
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Tax  Reform  Act  of  1986  (H.R.  3838) 

Omnibus  Budget  Reconciliation  Act  of  1987  (H.R.  3545) 
Technical  and  Miscellaneous  Revenue  Act  of  1988  (H.R.  4333) 
Omnibus  Budget  Reconciliation  Act  of  1989  (H.R.  3299) 
Omnibus  Budget  Reconciliation  Act  of  1990  (H.R.  5835) 
Uruguay  Round  Agreements  Act  (GATT  Legislation) 

As  you  can  surmise  from  the  extensive  list  contained  above,  with  regard  to  tax 
changes,  there  has  been  significant  concern,  and  fear  by  our  clients  with  regard  to 
their  employer  sponsored  pension  and  profit  sharing  plans.  In  the  early  1980's,  we 
were  highly  involved  in  providing  compensation  planning  for  these  closely  held 
businesses  and  the  emphasis  was  on  pension  plans.  The  trend  for  small  employers  was 
sponsorship  of  defined  benefit  pension  plans  as  opposed  to  profit  sharing  plans. 
Defined  benefit  plans,  define  a  retirement  benefit  and  basically  fund  for  that 
retirement  benefit  over  the  worjcing  career  of  the  employee.  Due  to  tax  legislation  and 
increased  regulation,  the  defined  benefit  pension  plans  have  been  terminated  by  the 
majority  of  small  businesses  because  they  have  become  costly  to  administer.  Some 
defined  benefit  plans  have  been  replaced  with  defined  contribution  plans.  Defined 
contribution  plans  provide  benefits  which  are  not  funded  based  upon  a  future  retirement 
benefit.  The  funding  of  the  defined  contribution  plan  is  a  percentage  of  employee's 
compensation.  The  retirement  benefits  to  be  provided  under  this  type  of  program  will 
be  based  on  what  those  contributions  earn  and  accumulate  to  at  each  individual's 
retirement  age. 

Then  came  the  age  of  the  401<lc)  plan.  401  (k)  plans  do  have  their  place  but  in 
terms  of  administering  and  complying  with  the  multitude  of  regulations,  it  is  an 
absolute  nightmare  for  small  businesses.  401  (Ic)  plans  not  only  require  the  typical 
administration  but  also  require  extensive  testing  with  regard  to  employee  deferrals 
and/or  employer  matches.  These  tests,  if  not  properly  done  in  strict  compliance  with 
Internal  Revenue  Service  regulations,  can  cause  a  plan  to  be  disqualified. 

The  Internal  Revenue  Service  regulations,  which  have  proven  overburdensome  to 
our  small  business  clients,  are  the  top  heavy  and  family  aggregation  rules.  Top  heavy 
describes  70%  of  our  clients.  "Top  heavy"  means  that  the  plan  assets  of  the  owners  are 
more  than  60%  of  the  total  plan  assets.  If  a  401(k)  plan  is  top  heavy,  it  is  necessary 
to  monitor  owner  participation  to  make  sure  the  top  heavy  minimum  contributions  are 
met.  The  founily  aggregation  rule  requires  a  husband  and  wife  who  are  actively 
participating  in  a  business  to  share  one  pension  contribution  limitation  based  on  one 
compensation  limit.   This  discriminates  against  the  married  small  business  owners. 

The  compensation  limits  and  contribution  annual  additions  for  pension  and 
profit  sharing  plans  have  been  dramatically  reduced.  Compensation  taken  into 
consideration  for  plan  contributions  used  to  be  at  a  level  of  $235,840.  in  1993.  That 
compensation  was  reduced  to  $150,000.  in  1994.  This  reduction,  coupled  with  the  family 
aggregation  rules,  has  severely  reduced  married  small  business  owners'  retirement 
benefits.  Small  business  owners  maintaining  these  plans  are  being  inundated  with 
administrative  regulations  while  seeing  their  annual  benefits  reduced. 

The  Kemp  Commission  Report  provides  for  a  flat  tax  with  no  deductions  for 
pension  benefits  and  stresses  the  need  for  strengthening  private  retirement  savings. 
The  non-deductibility  of  pension  benefits  by  employers  will  shift  the  burden  from  the 
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email  business  employer  to  the  individual  employee.  There  will  be  a  need  to  have 
existing  pension  dollars  (those  that  were  deductible  by  employers)  to  be  considered 
income  when  received,  under  the  flat  tax  concept.  Any  new  pension  dollars  which  become 
the  employees'  responsibility  and  are  not  deductible  under  any  of  the  flat  tax 
proposals  should  not  be  subject  to  tax  upon  the  receipt  of  those  monies  at  retirement. 
To  tax  those  dollars  upon  retirement  would  constitute  double  taxation. 

I  recommend  congress  enact  reforms  that  simplify  pension  regulations  and  that 
give  small  business  greater  access  to  simplified  and  less  costly  pension  plans.  Most 
agree  that  social  security  retirement  income  is  less  than  adequate.  Therefore, 
government  needs  to  encourage  alternative  avenues  for  individuals  to  accumulate 
retirement  dollars.  Unless  simplification  occurs,  small  business  which  constitutes  the 
majority  of  employers,  can  not  offer  retirement  programs  to  assist  employees  in 
supplementing  their  social  security  retirement  income. 
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of 

Chairwoman  Linda  Smith 


Subcommittee  on  Taxation  and  Finance 
House  Committee  on  Small  Business 


"Fundamental  Tax  Changes  Needed  to  Unleash 
America's  Small  Businesses" 


Seattle,  Washington 
April  3,  1996     9:00  a.m. 


Good  morning.  It's  a  great  pleasure  to  welcome  you,  our  witnesses  and  guests,  here 
in  Seattle  to  continue  our  tax  reform  hearings. 

I  am  delighted  to  be  here  today,  with  my  friend  and  colleague  Jack  Metcalf,  m  our 
home  State  of  Washington.  This  is  our  third  Subcommittee  hearing  in  a  series  on 
fundamental  tax  changes  needed  to  unleash  America's  small  businesses.  I  have  also  held 
nine  town  hall  meetings  on  tax  reform  in  Washington  state  in  the  last  year. 

In  each,  we've  been  focusing  on  the  primary  tax  challenges  that  face  family  fanners 
and  small  entrepreneurs.  We've  been  looking  to  you,  our  small  business  experts,  witnesses, 
and  representatives  -  from  all  sectors  -  for  answers  and  ideas. 

So  far,  the  message  is  clear:  fundamental  tax  reform  is  in  our  future.  Small 
enterprises  -  the  backbone  of  our  national,  state  and  local  economies  ~  need  both  tax  relief 
now  and  fundamental  tax  reform  to  grow  and  to  create  jobs.  We  are  hearing  strong 
support  for  a  simpler,  fairer,  and  more  stable  federal  tax  system  that  will  lower  taxes  and 
protect  the  millions  of  jobs  provided  by  small  employers. 

Throughout  our  country,  small  entrepreneurs  and  American  families  feel  squeezed 
because  they're  being  squeezed.  A  typical  family  of  four  pays  about  38%  of  their  income 
in  taxes.  Instead,  we  want  them  to  earn  and  produce  more.  We  want  them  to  be  able  to 
4c«p  more  of  what  they  earn  and  produce. 


282 


So,  while  we  will  not  complete  tax  reform  this  year,  we  want  to  have  a  full  and  open 
debate  with  America's  families  and  employers.    Please  ask  yourselves,  and  let  us  know: 

•  What  do  you  need  to  earn  and  produce  more  and  to  create  jobs? 

•  What  do  you  need  to  be  able  to  save  and  invest  more? 

•  What  do  you  consider:    Fair?   Simple?  Neutral?    Visible?   Stable? 

•  What  do  you  consider  essential  or  detrimental  under  the  current  tax  system? 

•  What  would  you  consider  essential  in  transition  to  a  new  tax  system? 

•  What  trade-offs  are  you  willing  or  unwilling  to  make  under  a  new  tax  system? 
Today,  we  will  explore  some  of  these  questions,  and  the  tax  plans  gaining  the  most 

attention  in  Congress.  Most  of  these  include  a  single  rate  tax  that  would  move  toward 
taxing  consumption,  encourage  savings  and  investment,  and  close  all  or  virtually  all  special 
interest  loopholes. 

As  many  of  you  know,  I  have  been  working  in  Congress  to  remove  some  of  the 
obstacles  in  the  way  of  budget  and  tax  reform.  The  influence  of  special  interests  too  often 
blocks  true  reform.  Our  current  tax  system  is  riddled  with  special  interest  credits,  deductions, 
and  loopholes  that  create  costly  complexity.  And,  costly  complexity  distorts  our  economy  and 
our  choices.    It  saps  our  energies  and  talents. 

According  to  economist  Arthur  Hall  of  the  Tax  Foundation  in  Washington,  D.C., 
Americans  will  spend  5.3  billion  hours  complying  with  federal  tax  laws  -  resuhing  in  a 
total  compliance  cost  of  approximately  $225  billion  -  in  1996  alone.  Dr.  Hall  estimates  that 
about  two-thirds  of  this  burden  is  borne  by  the  business  sector  -  and  because  complying 
with  the  tax  laws  is  a  fixed  cost,  smaller  businesses  bear  a  greater  burden  than  larger  ones. 

Nonetheless,  we  should  debate  and  decide  the  reasons  to  keep  or  transition  certain 
important  deductions  or  incentives  -  such  as  the  home  mortgage  interest  deduction,  which 
is  perceived  as  valuable  to  many  homeowners  and  small  businesses. 

A  two-thirds  majority  to  raise  taxes,  as  recommended  by  the  National  Commission 
on  Economic  Growth  and  Tax  Reform  (Kemp  Commission),  would  make  it  difficult  to 
increase  taxes.  It  would  also  provide  consistency,  and  minimize  the  possibility  that 
retaining  one  or  more  deductions  would  lead  to  more  special  exemptions.  In  fact,  on  April 
15th,  Congress  is  scheduled  to  vote  on  a  constitutional  amendment  that  would  require  a 
two-thirds  majority  to  approve  a  tax  increase.  The  same  or  similar  measures  are  in  place 
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in  several  states  --  including  Washington  state,  where  our  own  Initiative  601  requiring  a 
two-thirds  vote  to  increase  taxes  is  working  to  decrease  state  taxes  and  spending. 

In  addition,  because  we  understand  that  fundamental  tax  reform  should  not  be 
passed  overnight,  we  will  also  explore  your  mi^or  tax  relief  recommendations  —  what  you 
need  now  to  create  jobs  and  to  grow  our  economy. 

In  particular,  capital  gains  and  estate  taxes  are  hurting  small  and  family-owned 
businesses,  including  many  timber  and  dairy  family  farms  here  in  the  Northwest.  I  have 
even  heard  from  some  families  that  they  are  cutting  timber  early  to  save  their  farms  from 
what  would  otherwise  be  devastating  estate  taxes. 

We  are  also  hearing  a  great  deal  about  the  lack  of  parity  in  the  tax  treatment  of 
small  and  large  enterprises  ~  primarily  the  need  to  increase  the  health  insurance  deduction 
for  the  self-employed. 

Finally,  before  yielding  to  my  colleague,  I  wish  to  personally  welcome  all  of  our 
witnesses,  including  our  two  witnesses  from  the  Kemp  Commission  -  Dr.  Edwin  Feulner  of 
The  Heritage  Foundation,  and  Ms.  Loretta  Adams,  president  of  Market  Development,  Inc.  in 
San  Diego.  Thank  you  both  for  your  historic  work  and  recommendations  on  a  new  tax 
system  for  the  21st  century.  Our  Subcommittee  will  be  well  guided  by  your  key  points  of 
principle  and  policy,  and  by  the  testimony  of  each  of  our  witnesses,  as  we  review  the  likely 
effects  on  small  businesses  of  the  tax  reform  plans  before  Congress. 
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I  am  honored  to  be  here  this  morning  to  discuss  the  impact  of  taxes  on  small  businesses.  I  would 
like  to  thank  Chairwoman  Smith  for  her  unflagging  efforts  to  reduce  the  tax  burdens  on  small 
businesses  and  for  providmg  this  forum  to  discuss  problems  with  the  current  tax  structure. 

This  hearing  is  not  about  advocating  a  specific  tax  structure.  Rather,  the  focus  is  on  changing  our 
tax  system  to  nurture  economic  growth  and  create  greater  opportunities  for  our  citizens  as  we  prepare 
to  enter  a  new  centuiy.  This  is  the  vision  of  the  National  Commission  on  Economic  Growth  and 
Tax  Reform  chaired  by  the  Honorable  Jack  Kemp.  The  Kemp  Commission  recommended 
eliminating  our  multi  layer  tax  system  and  establishing  a  simplified  single  rate  system  with  a 
generous  personal  exemption  and  fiill  deductibility  of  payroll  taxes.  More  importantly,  this 
commission  raises  two  very  important  questions:  What  is  the  purpose  of  the  tax  code?  Is  the  tax 
code  a  tool  to  raise  needed  revenue  or  an  instrument  for  social  and  economic  engineering?  Before 
we  can  debate  our  support  or  opposition  for  a  specific  tax  proposal,  we  need  to  examine  the  purpose 
of  our  tax  code. 

As  I  have  met  with  my  constituents,  many  expressed  fhistration  and  hostility  with  the  federal  tax 
system.  Its  complexity  also  adds  to  a  growing  sense  that  the  current  system  is  unfair.  Numerous 
types  of  deductibles  and  tax  credits  for  different  groups  provide  "loopholes"  for  some  while  others 
must  fully  pay  their  taxes.  Yet,  there  is  unanimity  that  we  are  all  paying  higher  taxes  regardless  of 
our  income  level.  A  poll  by  the  Reader 's  Digest  revealed  that  68  percent  of  Americans  believe  that 
we  are  paying  too  much  taxes.  Furthermore,  many  respondents  in  the  Reader 's  Digest  survey 
believed  that  no  one  should  pay  more  than  25%  in  all  the  taxes  combined. 
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My  constituents  are  tired  of  the  burdensome  paperwork,  convoluted  regulations  and  yearly  changes 
in  tax  laws  which  further  obfuscate  the  tax  code.  According  to  the  Tax  Foundation,  Americans  will 
pay  approximately  $225  billion  to  comply  with  the  federal  tax  system  in  1996.  Approximately  $157 
billion  of  this  cost  is  due  to  compliance  with  federal  rides  and  regulations.  We  all  see  a  need  to 
simplify  this  system-  to  make  it  more  understandable  and  less  burdensome  to  families  and  small 
business. 

As  the  owner  of  a  small  bed  and  breakfast,  I  can  ideijtify  with  many  of  the  small  business  owners 
who  are  testifying  today.  Small  businesses  are  the  driving  force  of  our  economy  creating 
approximately  62  percent  of  all  new  jobs  in  1994,  yet  they  are  one  of  the  most  overtaxed  and  over 
regulated  group  in  American  society.  For  example,  small  businesses  pay  a  greater  percentage  in 
compliance  costs  compared  with  larger  corporations;  they  cannot  fully  deduct  health  insurance  if 
they  are  self  employed;  and  they  must  comply  with  onerous  regulations  from  both  federal  and  state 
agencies.  It  is  not  surprising  that  many  small  businesses  are  asking  Congress  for  tax  and  regulatory 
relief. 

I  would  like  to  focus  on  some  of  the  tax  burdens  we  need  to  change. 

•  Capital  Gains  Reductions.  The  capital  gains  tax  hinders  start-up  capital  for  small  business. 

As  the  banking  industry  consolidates,  we  are  concerned  that  fewer  and  fewer  banks  are 
willing  to  make  loans  to  small  businesses  because  of  the  perceived  risk  and  the  size  of  the 
loan.   Without  alternative  sources  of  start-up  capital,  we  cannot  encourage  investment  in 
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emerging  fields  or  innovative  technology.  It  is  well  known  that  small  businesses  create  most 
of  the  jobs  in  our  nation.  Yet,  by  limiting  the  availability  of  capital,  we  discouraging 
investment  in  small  businesses  and  hinder  the  creation  of  jobs. 

•  Full  Health  Care  Insurance  Deductions.  The  House  of  Representatives  has  recently  raised 
the  deduction  for  health  care  premiums  for  the  self-employed  to  50%  by  the  year  2003. 
While  this  is  a  step  in  the  right  direction,  we  need  to  raise  this  deduction  to  1 00%  in  the  near 
future. 

•  Estate  Tax  Elimination.  The  estate  tax  devastates  family-owned  businesses  and  jobs  by 
double-taxing  owners  on  the  small  business  built  and  taxed  over  their  lifetime.  Without  a 
doubt,  nothing  destroys  small  businesses  faster  than  estate  taxes.  Many  small  business 
people,  including  farmers,  would  like  to  pass  their  business  to  their  children.  However,  they 
should  not  lose  up  to  55  percent  of  their  business  to  the  government  in  the  process.  In  a  time 
when  it  is  much  more  difficult  to  open  and  operate  a  business,  our  tax  code  should  encourage 
keeping  family-owned  businesses  in  the  family. 

•  PavroU  Tax  Deduction.  1  was  pleased  to  see  that  the  Kemp  Commission  supports  deducting 
payroll  taxes.  This  tax  is  especially  burdensome  to  small  businesses  who  are  below  the 
Social  Security  threshold.  Additionally,  there  is  growing  interest  in  Congress  for  reforming 
Social  Security.  While  I  believe  we  need  to  move  v^dth  extreme  caution  in  this  area,  we  need 
to  begin  addressing  the  impact  of  the  baby-boomers  on  Social  Security. 
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While  a  single  tax  rate  would  resolve  many  problems,  it  also  raises  new  questions.  As  we  continue 
debating  what  type  of  tax  structure  is  best,  we  also  must  ensure  that  the  tax  burden  is  fair  to  all 
Americans.  In  particular,  the  personal  exemption  must  be  sufficient  to  encourage  disadvantaged 
individuals  to  obtain  jobs.  The  personal  exemption  should  not  serve  as  a  hand  out,  but  a  helping 
hand  up  the  economic  ladder.  Additionally,  this  exemption  should  be  large  enough  to  assist  middle 
class  families  as  they  prepare  to  pay  for  their  children's  education  or  contemplate  retirement. 

It  is  time  for  Congress  to  stop  punishing  people  who  mvest  and  save.  It  is  time  for  Congress  to 
reduce  the  tax  burdens  on  small  businesses  and  foster  economic  growth.  The  Kemp  Commission 
presents  us  with  a  vision  of  what  can  be  achieved.  It  is  up  to  you--  as  the  small  business  owners- 
to  examine  these  proposals  and  make  recommendations.  I  am  looking  forward  to  our  discussion. 
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Thank  you  for  inviting  me  to  testify  before  this  committee  both  as  an  owner 
of  a  small  business  and  as  a  member  of  the  National  Commission  on 
Economic  Growth  and  Tax  Reform. 

When  I  agreed  to  serve  on  this  commission  my  main  concern  was  economic 
growth  with  tax  reform  being  a  concern  in  that  the  tax  system  impeded 
economic  growth.  I  believe  that  increasing  the  rate  of  economic  growth 
increases  the  ability  of  the  individual  and  the  small  business  person  to 
participate  in  the  successful  American  model  of  success. 

As  a  small  business  person  myself,  I  became  aware  of  the  fact  that  many  of 
the  tax  issues  and  government  imposed  regulations  caused  me  to  alter  my 
normal  economic  behavior  and  spend  time  and  energy  in  creating  the 
conditions  which  permitted  me  to  legally  defer  or  avoid  taxes.  Not  only  do  I 
find  this  counterproductive,  but  I  beheve  this  kind  of  activity  greatly  restricts 
economic  results  across  the  country.  Examples  that  relate  directly  to  me  as  a 
small  business  owner  and  that  I  consider  to  be  time  consuming  and  cause  for 
anxiety  in  order  not  to  make  tax  mistakes  are: 

1.  My  company's  pension  plan  that  encourages  savings  and  tax  deferrals 
for  middle  and  upper  levels  of  management,  inaccessibility  of  those 
funds  to  our  under  30  year  old  employees  (80%  of  my  employees), 
delays  investments  in  needed  homes  and  automobiles; 

2.  Every  year  at  the  end  of  the  fiscal  year  my  accountant  and  I  meet  to 
negotiate  what's  "best  for  the  business"  vis  a  vis  the  tax  code  and 
not  what's  really  best  for  the  company.  These  decisions  make  me  have 
to  trade  off  in  hiring  or  capital  investment,  against  the  income  tax 
consequences  in  the  short  or  long  term; 

3.  Focus  on  managing  the  business  for  optimum  results  is  diluted  by 
energy  spent  in  balancing  corporate  and  individual  income  tax  rates. 

Changing  tax  rates  and  lack  of  uniformity  in  the  tax  code  require 
clairvoyance  and  tarot  reading  ability  for  tax  and  business  planning  rather 
than  application  of  fundamental  business  principals. 

In  my  role  as  a  commissioner  as  such,  I  realized  that  the  tax  laws  themselves 
were  a  significant  impediment  to  growth.  A  focus  of  the  commissions  work 
was  based  on  removing  such  impediment. 

The  principals  that  I  espoused  in  the  commission  hearings  were  as  follows: 

1.  The  tax  should  be  an  income  tax  it  is  visible  and  most  of  the 
population  understands  the  concept; 

2.  A  single  flat  tax  rate  was  desirable; 

3.  AU  taxpayers  should  be  treated  equally; 
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4.  The  system  should  provide  for  the  exemption  of  lower  income  single 
and  family  groups  from  taxation; 

5.  Social  Security  income  should  be  tax-free 

6.  A  deduction  for  home  mortgage  interest  and  charitable  deductions 
should  be  maintained; 

7.  A  lower  capital  gain  rate  equal  to  50  percent  of  the  regular  rate  should 
be  used  to  encourage  capital  information; 

8.  The  double  taxation  of  corporate  income  should  be  eliminated; 

9.  Competing  and  confusing  systems  of  taxation  such  as  AMT  taxes  must 
be  eliminated; 

10.  There  is  a  need  for  stability  in  the  code.  Once  adopted  the  changes 
need    to  be  left  in  place. 

The  commission  felt  that  the  best  way  to  stimulate  growth  was  to  adopt  a  tax 
code  that  was: 

Fair 

Simple 

Neutral 

Visible 

Stable 

To  achieve  these  positions  we  proposed  the  following: 

1.  The  tax  law  should  have  a  single  rate; 

2.  The  taxes  need  to  be  reduced  or  eliminated  on  the  basic  working 
family; 

3.  End  all  biases  against  work,  saving  and  investment; 

4.  Allow  for  full  deductibility  of  payroll  taxes; 

5.  require  a  super  majority  of  2/3  of  Congress  in  order  to  raise  taxes  or 
tax  rates. 

The  job  is  not  finished.  More  needs  to  be  addressed  including: 

1.  A  rollback  or  elimination  of  inheritance  taxes; 

2.  A  reduction  in  the  complexity  and  costs  of  hiring  employees; 

3.  Development  of  a  system  that  encourages  capital  investment  and 
modernization; 

4.  The  development  of  an  entirely  new  code  for  taxation  without 
reference  to  the  past. 

The  conditions  that  produced  the  current  tax  system  no  longer  contribute 
positively  to  a  21st  century  global  economy.  We  now  have  the  opportunity  to 
create  a  tax  system  that  is  more  responsive  to  our  times,  situation,  and 
needs  and,  hopefully,  we  will  grasp  it  fuUy" 
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1-  Salinas/Odessa  vs.  StocktonA'ictoria 

2— Modesto/Midland  vs.  Lancastser/  San  Angelo 

3~Palin  Springs/Corpus  Christi  vs.  StocktonA'ictoria  (reepeat) 

4- Ventura/Lubbock  vs.  Lancaster/San  Angelo  (repeat) 

5-El  Monte/Houston  vs.  La  Puetite/Houston  (repeat  Houston) 

6-Watsonville-Holliston/Kingsville  vs.  Blythe/Anthony 

7-Edinburg  vs.  Uvalde 


Salinas,  CA 
Odessa,  TX 
Modesto,  CA 
Midland,TX 
Palm  Springs,CA 
Corpus  Christi,  TX 
Ventura,CA 
Lubbock,TX 
El  Monte,CA 
Houston,TX 
Watsonville.CA 
Kingsville,TX 
Edinburg,TX 


Stockton,CA 
Victoria,TX 
Lancaster.CA 
San  Angelo,TX 
Stockton,CA  (repeat) 
Victoria, TX  (repeat) 
Lancaster,  CA  (repeat) 
San  Angelo,  TX  (repeat) 
La  Puente,CA 
Houston,TX  (other) 
Biythe.CA 
Anthony,  TX 
Uvalde,TX 
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THE  GLOBAL  ECONOMY'S  IMPACT  ON  MOI'S  BUSINESS 

Today's  tax  code's  single  major  flaw  is  its  lack  of  relevance  to  how  American 
business  has  to  compete  from  1996  forward.  The  tax|Code  assumes  a  1960's 
domestically  focussed  US  economy.  That  assumption  is  out  of  sync  with  the 
times.  While  the  global  economy  offers  new  opportunities,  it  forces  on  us  a  new 
magnitude  of  costs  and  risks.  The  basic  law  of  business,  that  the  greater  the 
returns  the  greater  the  risks,  applies  today  when  corfipeting  globally.  My  firm 
competes  globally  and  to  be  cost-efficient,  everyday  I  have  to  find  the  way  to 
quickly  find  cash  which  I  can't  afford  to  apply  in  three  areas: 

•  product  -  I  have  to  differentiate  my  firm  from  a  much  larger  base  of 
competitors.  And  for  that  I  need  more  and  better  products  that  I  get  to 
market  faster  than  others.  I've  got  to  do  this  every; day,  and  better  than  my 
competitors,  or  we  become  non-competitive.  Yet,  product  improvements 
require  vast  reserves  that  one  can  tap  into  quickly  and  at  little  added  cost.  I 
can't  wait  around  to  introduce  new  and  better  products  faster.  I  have  to  have 
all  my  resources  ready  to  go  today.  Our  tax  code  inhibits  my  doing  that; 

•  technology  ~  we  also  have  to  constantly  invest  in  technology.  Any  product 
that  is  not  computerized,  digitized,  faster  and  that  offers  more  and  better 
uses  than  yesterday's  technology  quickly  becomes  yesterday's  news.  The 
day  my  company  stands  still  technologically  is  the  day  I  lose  market  share 
to  my  competitors.  Technology  is  toda/s  competitive  yardstick,  yet  it 
requires  enormous  cash  reserves  and  the  tax  code  keeps  me  from  saving; 

•  brains  —  to  be  able  to  observe,  understand  and  effectively  respond  to  global 
trends  in  my  industry,  my  company  especially  needs  brains.  Globally 
minded,  instead  of  domestically  minded  brains.  The  more  domestic-minded 
the  brains  that  guide  my  company  and  deal  with  my  clients,  the  less 
competitive  we  become.  But  globally  minded  brains  cost  money.  Not  when 
volume  justifies  it,  but  today.  Why?  Because  it  takes  12-16  months  to  get  a 
body  up  and  running  and  capable  of  beating  our  best  competitors.  We  need 
to  make  people  investments,  but  the  tax  code  creates  no  incentive  to  do  so. 

The  current  tax  code  is  myopically  locked  in  a  1960^s  domestically  focussed 
economy,  it  deals  with  business  as  if  yesterday's  domestic,  competitive 
dyanmic  were  relevant  to  competing  under  today's  global  dynamics.  That  is  a 
totally  mistaken  assumption.  Today's  out-of-sync  tax  code  creates  barriers, 
impedes  business  and,  in  the  end,  it  makes  us  non-competitive.  Because  of  its 
irrelevance,  the  tax  code  inhibits  us  from  competing  rapidly,  effectively  and 
cost-efficiently  in  today's  global  marketplace.  We  need  to  quickly  fashion  a  tax 
code  based  on  the  correct  assumptions.  A  tax  code  grounded  in  a  21st-century 
global  economy,  in  the  new  competitive  dynamics  and  in  policies  that  reinforce 
American  business,  in  fact,  remaining  globally  competitive. 
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Testimony  of  Professor  Meade  Emory 

Professor  of  Law  &  Director,  Graduate  Program  in  Taxation 
University  of  Wastiington  School  of  Law 

before  the 

Subcommittee  on  Taxation  &  Finance 

of  the  Small  Business  Committee, 

U.S.  House  of  Representatives 

at  Seattle,  Washington 
April  3,  1996 


Madam  Chairwoman  Smith,  I  welcome  the  opportunity  to  provide 
your  Committee  with  some  thoughts  concerning  the  current  tax  debate. 
I  think  that  the  debate  that  is  currently  going  on  in  this  country 
concerning  our  tax  system  is  a  healthy  sign.  Scrutiny  of  how  we  live  as 
a  society,  especially  of  the  financial  burden  which  we  collectively  impose 
on  ourselves  to  support  necessary  government  functions,  is  an  important 
exercise.  Even  as  we  do  this,  however,  we  should  not  forget  Justice 
Holmes'  admonition  which  is  cast  over  the  main  door  of  the  IRS  building 
in  Washington--"Taxes  are  the  price  we  pay  for  a  civilized  society."  It 
does  not  profit  us  as  a  functioning  society  if  we  undermine  our  present 
system  through  a  drumbeat  of  disparagement  which  can  only  have  the 
effect  of  encouraging  disrespect  for  our  tax  system,  a  disrespect  which 
cannot  help  but  adversely  affect  what  is  the  finest  self-assessment  tax 
system  in  the  world. 

This  does  not  mean,  however,  that  change  in  the  system-even 
significant  change-may  not  be  warranted.  Certainly,  the  system  is 
complex-too  complex.  I  would  observe,  though,  that  the  complexity 
does  not  arise  to  any  significant  extent,  as  Steve  Forbes  asserted  on  the 
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campaign  trail,  out  of  special  interest  provisions  inserted  in  the  tax  code 
at  the  behest  of  campaign  contributors  or  others  seeking  special  favors. 
Although  there  are  certainly  provisions  in  the  tax  code  of  limited 
application,  I  can  say,  as  one  who  has  been  in  many  drafting  sessions  in 
the  House  Legislative  Counsel's  Office  of  the  U.  S.  House  of 
Representatives,  that  most  of  the  complexity  arises  out  of  a  desire  to 
provide  for  uniform  and  equitable  application  of  the  law.  Senator  Russell 
Long,  longtime  chair  of  the  Senate  Finance  Committee  said  "most  of  it 
(complexity)  is  there  in  the  effort  to  do  more  perfect  justice." 

Frankly,  with  equitable  and  fair  application  of  our  tax  law  as  an 
objective,  our  tax  system  can  support  considerable  complexity.  We  live 
in  a  complex  world  and  transactions  in  modern  society,  especially  at  the 
business  level  and  between  affluent  individuals,  are  very  often  far  from 
simple.  And  yet,  I  am  not  troubled  too  much  by  the  complexity  of,  for 
example,  the  tax-free  corporate  reorganization  provisions  since  a  taxpayer 
participating  in  that  kind  of  transaction  is  almost  always-probably  always- 
-counseled  by  expert  advisors  whose  business  it  is  to  walk  their  clients 
through  the  transaction  in  as  trouble  free  a  manner  as  possible.  I  am, 
though,  concerned  about  needless  complexity  in  areas  of  the  tax  law  that 
have  broad  application  to  a  wide  number  of  taxpayers  most  of  whom  who 
have  no  regular  professional  advice  and  who  often  become  frustrated  in 
trying  to  determine  the  application  of  a  given  provision  to  their  situation. 
For  example,  there  should  be  a  concerted  effort  to  stamp  out  complexity 
in  such  areas  as  the  EITC,  deductions  that  apply  to  large  numbers  of 
individuals  like  personal  exemptions,  moving  expenses,  home  mortgage 
interest  and  the  like. 
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A  Flat  Tax? 
I  am  aware,  of  course,  that  many  of  the  proposals  generally  linked 
under  the  rubric  of  "flat  tax"  would  go  far  in  limiting  deductions  generally 
and  that  the  goal  of  simplicity  is  a  central  objective  of  most,  probably  all, 
flat  tax  proposals.  This,  therefore,  seems  to  be  an  appropriate  place  to 
discuss  some  features  of  so-called  flat  tax  proposals. 

Simplicity. 

It  would  be  foolhardy  to  believe  that  an  untried  and  untested  system 
such  as  a  consumption  based  flat  tax  (which  most  of  the  flat  tax 
proposals  are)  would  strike  a  big  blow  for  simplicity.  First,  complexity 
does  not  arise  from  the  application  of  the  rate  to  the  tax  base-it  arises, 
rather,  from  defining  the  base  which  is  to  be  subject  to  the  tax. 
Calculating  the  tax  using  one  applicable  rate  will  be  no  speedier,  or  less 
burdensome,  than  use  of  the  present  tax  tables.  Second,  although  the 
prospect  of  "postcard"  reporting  may  be  attractive,  we  should  not 
overlook  the  fact  that  millions  of  taxpayer  today  report  on  the  equivalent 
of  a  postcard  using,  as  they  do,  either  the  Form  1040A  or  the  1040-EZ. 

Third,  we  can't  overlook  the  fact  that  the  accumulated  wisdom 
cultivated  over  the  life  of  the  present  system  allows  us  to  obtain,  fairly 
readily,  solutions  to  all  but  the  most  novel  questions.  That  will  not  be  the 
case  if  this  country  adopts  a  completely  new  tax  system  as  unfamiliar  and 
untried  as  those  being  proposed.  Let  me,  as  examples,  describe  some  of 
the  thorny  issues  that  even  those  most  close  to  the  consumption  based 
flat  tax  have  not  yet  resolved  or  perhaps  even  thought  about.  For 
example,  since  the  consumption  based  flat  tax  excludes  altogether  from 
the  tax  base  the  investment  income  of  individuals  while  at  the  same  time 
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includes  all  business  income  under  the  business  tax,  the  proposed  system 
assigns  much  more  importance  than  current  law  to  the  characterization 
of  an  activity  as  "business"  or  "investment."  Current  law  includes  all  of 
a  person's  income,  whether  derived  from  business  or  investment.  Making 
this  a  crucial  distinction  will  be  a  significant  source  of  complexity. 

Along  the  same  line,  on  the  expenditure  side,  business  inputs  are 
fully  deductible  while  investment  expenditures  are  not,  thus  prompting 
taxpayers  to  have  exactly  the  opposite  motivation  on  the  expenditure  side 
than  on  the  receipt  side,  i.e.,  as  respects  expenditures  their  objective  will 
be  to  classify  the  outlay  as  business  thus  allowing  them  to  shelter 
business  income  with  "investments"  made  by  that  activity.  What 
treatment  will  be  accorded  financial  interests,  for  example,  commodities 
futures  held  by  a  business  person?  If  the  business  person  can  deduct  the 
hedging  transaction  it  is  necessary  to  ask  whether  the  individual  on  the 
other  side  of  the  contract  will  be  allowed  to  exclude  their  gross  revenue 
as  investment  income.  One  can  readily  see  that  complex  rules  for  the 
identification  these  transactions  will  be  necessary. 

What  about  mixed  business  and  personal  assets?  Fairly 
sophisticated  rules  now  exist  for  differentiating  between  the  business  and 
personal  use  of  so-called  mixed  use  assets  such  as  a  vacation  home.  Will 
they  be  any  the  less  complex  under  a  flat  tax  regime  where  a  taxpayer, 
for  example,  rents  out  a  portion  of  a  residence?  How  much  may  such  a 
taxpayer  deduct  as  a  business  input  when  there  was  in  that  particular 
year  no  actual  outlay?  Further,  all  of  the  timing  issues  present  under 
current  law  will  persist  in  magnified  form.  While  placing  ail  business 
taxpayers  on  the  cash  basis  is  intended  to  eliminate  accounting  arbitrage, 
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it  will  be  imperative  to  develop  rules  (which  will  by  no  means  be  "simple") 
assuring  that  the  seller's  receipt  is  reported  consistently  with  the  buyer's 
claimed  input  (which  is  an  offset). 

The  opportunities  for  structuring  transactions  which  will  result  in 
deductibility  by  the  payor  but  not  in  inclusion  by  the  recipient  would  seem 
to  be  increased.  As  an  example,  assume  that  Taxpayer  A  wins  a 
promotional  prize.  While  the  business  transferring  the  prize  would  deduct 
It  as  a  business  input,  Taxpayer  A  would  escape  taxation  since  the 
amount  was  not  wages  or  retirement  benefits.  This  asymmetry  doesn't 
exist  under  current  law  where  the  prize  would  be  includible  in  income  but 
the  potential  for  it  in  a  flat  tax  world  would  encourage  businesses  to  find 
and  exploit  that  kind  of  opportunity.  Similarly,  the  exclusion  from  an 
employee's  tax  base  employer-provided  fringes  (such  as  meals  and 
automobile  use)  will  motivate  many  businesses  to  compensate  employees 
in  that  manner  (since  the  business  will  get  an  offset  and  the  employee  will 
not  include). 

The  above  represents  a  mere  scratching  of  the  surface  of  the 
complexity  that  would  inevitably  be  a  part  of  a  completely  new  tax 
system.  It  is  naive  to  think  that  high-priced  professional  advisors  (or  even 
the  medium  priced  kind)  would  not  be  necessary  to  guide  large  (and  small 
too!)  taxpayers  through  this  new  terrain.  It  is  even  more  naive  to  think 
that  the  lobbying  business  which  has  grown  up  around  the  federal  tax  law 
will  suddenly  fold  its  tent  and  seek  another  line  of  work.  The  same 
pressures  that  have  built  up  around  the  current  tax  law  and  contributed 
to  what  it  is  today  will  most  surely  be  applied  with  even  greater  fervor, 
given  the  novelty  of  the  issues  presented,  to  the  new  system. 
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Tax  Burden 

A  threshold  question  raised  by  any  consumption  tax  proposal 
is  whether,  despite  the  laudable  goals  of  promoting  simplicity  and 
encouraging  growth  and  efficiency,  a  system  which  exempts  unconsumed 
capital  and  income  from  capital  can  be  said  to  represent  a  fair  tax  system 
and  one  which  is  tied  a  our  populace's  ability  to  pay.  As  a  student  of  the 
tax  law  I  remember  the  outrage  which  greeted  Secretary  Barr's  1969 
disclosure  that  1  54  taxpayers  with  adjusted  gross  income  of  more  than 
$200,000  paid  no  income  taxes.  Frankly,  if  Congress  had  not  scheduled 
hearings  in  response  to  that  announcement  and  moved  to  do  something 
about  it  there  would  have  been  a  "revolution"  of  some  kind  or  another. 
Even  now  nothing  arouses  public  consternation  as  much  as  claims  that 
the  "rich"  are  not  paying  their  fair  share  of  tax.  Although  driving  a  dagger 
into  the  heart  of  the  tax  shelter  business,  which  Congress  effectively 
accomplished  in  1986,  was  a  significant  step  in  quieting  taxpayer  unrest 
concerning  the  system,  knowledge  that  a  wealthy  citizen  living  off 
dividends  and  interest  would  write  no  checks  to  the  U.S.  Treasury  would 
awaken  a  hostility  toward  our  tax  system  that  would,  I  submit,  be 
unprecedented  in  modern  times. 

I  think  we  need  go  back  no  further  than  the  recent  primaries  when 
there  was  still  some  doubt  concerning  who  would  be  the  Republican 
nominee  for  President  in  1996.  Except  for  Steve  Forbes,  and  we  saw 
what  happened  to  him,  the  other  candidates  couldn't  run  faster  and 
farther  way  from  the  notion  of  a  consumption  based  flat  tax.  Considering 
how  soundly  the  concept  got  beaten  about  the  head  and  ears  in  those 
primary  battles  it  is  surprising  it  still  has  any  life  at  all.  Shouldn't  it  be 
clear  that  while  the  electorate  (surprise,  surprise!)  doesn't  like  to  pay 
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taxes,  and  may  even  hate  the  IRS,  it  will  not  countenance  a  tax  system 
under  which  large  segments  of  income,  typically  those  held  largely  by  the 
most  affluent  individuals,  are  not  subject  to  tax  in  their  hands.  One  can 
talk  flat  tax  purity  all  one  wants--that  a  consumption  based  tax 
"integrates"  business  and  individual  taxes  in  the  sense  that  income  from 
each  component  is  only  taxed  once--but  there  will  be  no  political  stability 
for  a  system  that  permits  large  portions  of  individual  wealth  to  escape 
taxation  in  the  hands  of  our  most  affluent  people.  In  the  last  analysis  the 
combination  of  a  single  rate,  and  the  exemption  from  tax  of  income  from 
capital,  redistributes  the  tax-burden  from  high-income  families  to  those 
with  low  and  middle  incomes  and  the  question  has  to  be  asked  whether, 
when  the  facts  become  known,  there  will  be  any  public  support  for  such 
a  system. 

I  find  it  anomalous  that  this  debate  is  taking  place  against  the 
backdrop  of  two  decades  of  increasing  economic  inequality.  One  need  go 
no  further  than  the  daily  newspaper-or  for  that  matter,  our  city  streets- 
to  know  that  the  gulf  between  rich  and  poor  is  widening  and  to  a  point 
that  if  it  is  not  soon  arrested  we  will  no  longer  be  able  to  call  ourself  a 
true  society.  Taxes  were  not  a  major  cause  of  this  inequality  but  it  would 
be  terribly  unfortunate  were  we  to  adopt  a  tax  system  that  exacerbated 
it. 

Revenue. 

I  am  surprised  by  the  manner  in  which  proponents  of  the  fiat  tax 
cavalierly  side-step  the  revenue  generation  issue.  (The  Armey  flat  tax 
proposal,  for  example,  has  been  estimated  to  fall  $138  billion  short  of 
current  revenue  production.)    Most  of  the  proponents  will  say  that  they 
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want  any  resulting  enactment  to  be  "revenue  neutral"  but  when  revenue 
estimates  show  that  it  will  fall  billions  short  of  that  produced  by  the 
current  system,  they  seem  to  have  no  real  reply  except  to  state  that 
unleashing  the  savings  promoted  by  the  system  will  promote 
unprecedented  investment  thereby  producing  increased  tax  revenues. 
Even  though  there  is  no  direct  evidence  to  support  this  conclusion,  the 
point  must  also  be  made  that  despite  a  strong  feeling  in  the  majority  of 
the  newly  elected  current  Congress,  a  specific  decision  was  made  not  to 
use  so-called  "dynamic  scoring."  The  main  reason,  of  course,  is  that  any 
predictions  regarding  growth  are  purely  guesswork.  It  is,  therefore, 
difficult  to  see  how  economic  growth  could  be  factored  into  to  any 
estimate  made  by  the  Congress'  Joint  Committee  on  Taxation.  The 
revenue  estimating  methods  urged  by  flat  tax  proponents  have 
consistently  overestimated  economic  growth  caused  by  tax  cuts  and 
underestimated  revenue  growth  from  tax  increases.  What  would  make 
it  any  different  this  time?  One  further  thought. 

It  would  seem  fair  to  ask  whether  the  predicted  increase  in  savings 
would,  in  fact,  dampen  consumption  and  thereby  reduce  demand,  a 
scenario  which  would  obviously  throw  everything  off  as  far  as  estimating 
revenue  impact  is  concerned. 

Savings/Double  Taxation 

There  are  already  in  the  present  system  considerable  incentives  for 
savings.  A  great  portion  of  current  savings  is  fostered  by  such  tax- 
preferred  vehicles  as  IRAs,  401  (k)  plans,  Keoghs,  and  qualified  pensions. 
These  amounts  already  receive  the  same  treatment  that  they  would 
receive  under  a  consumption  tax.  It  would  seem  that  there  should  be 
concern  that  pensions  would  lose  their  tax-advantaged  status  relative  to 
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other  forms  of  saving.  Query,  whether  the  expensive  regulation  to  which 
such  plans  are  subject  would  lead  to  a  fall  in  pension  coverage  which 
could  adversely  affect  society  in  the  long-term. 

The  need  to  rid  the  system  of  double  taxation  lies  at  the  forefront 
of  the  flat  tax  approach.  There  are  really  only  two  major  Income  segments 
that  are  arguably  subject  to  tax  twice-dividends  and  capital  gains  on 
corporate  investments.  With  respect  to  the  former  the  corporate  tax 
system  is  not  airtight,  since  a  large  share  of  dividends  are  paid  to 
nontaxable  recipients  and  a  big  chunk  of  it  not  distributed  at  all.  As  for 
gain  on  the  sale  of  stock,  it  demands  a  realization  of  the  gain  through  sale 
or  other  disposition  before  it  is  taxed  and  when  realized  it  is  taxed 
preferentially  as  capital  gain.  If  the  stock  is  not  sold  (and  this  will 
certainly  be  the  case  as  respects  most  small  business  interests)  the  gain 
will  be  forgiven  at  the  death  of  the  shareholder. 

Painting  our  present  system  as  marked  by  double  taxation  only  goes 
so  far.  There  are  major  income  or  wealth  categories  that  are  clearly  taxed 
only  once  and  some  not  at  all.  F«jr  example,  pension  income—a  major 
portion  of  any  individual's  wealth-is  subject  to  tax  only  once  and  then  on 
a  preferential  deferred  basis.  Residences,  again  a  major  component  of 
every  homeowner's  holdings,  is  not  taxed  at  ail-either  while  it  is  occupied 
by  the  taxpayer  or  even,  in  almost  all  instances,  when  it  is  sold.  Further, 
life  insurance,  also  a  significant  wealth  component,  goes  untaxed  and 
when  the  insured  turns  in  the  policy  during  his  or  her  lifetime  in  return  for 
its  then  cash  surrender  value,  the  previously  untaxed  inside  build-up 
currently  escapes  the  tax. 
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Estate  &  Gift  Taxes 

Most  of  those  proposing  a  flat  tax  also  urge  the  simultaneous 
repeal  of  the  estate  and  gift  tax  system.  Death  taxes  have,  of  course, 
been  one  of  the  most  universally  accepted  forms  of  taxation  in  history. 
The  United  States  enacted  Its  first  death  tax  in  1797.  While  an  old  tax 
is  not  necessarily  a  good  tax,  any  radical  departure  from  our  current 
system  must  be  carefully  considered  in  light  of  the  historic  goals  of  the 
transfer  tax  system. 

Revenue 

The  estate  and  gift  tax  produces  over  1  5  billion  dollars  annually, 
slightly  over  1  %  of  total  federal  tax  revenue.  While  this  represents  a 
small  portion  of  the  entire  federal  revenue,  in  light  of  current  budgetary 
pressures  Congress  should  not,  and  could  not,  lightly  dismiss  this  revenue 
source. 

Some  advocates  of  the  elimination  of  the  estate  tax  have  suggested 
that  lost  estate  tax  revenue  will  be  offset  by  increased  income  tax 
revenue.  Proponents  of  this  view  argue  that  with  no  estate  tax,  wealthier 
taxpayers  will  retain  income  producing  property  rather  than  give  such 
property  to  charity  or  taxpayers  subject  to  lower  marginal  rates.  These 
estimates  are  very  speculative.  First,  transfer  taxes  reach  property  based 
on  value,  not  income  production.  Transferred  property  may  or  may  not 
produce  income  sufficient  to  offset  the  lost  transfer  tax  revenue.  Second, 
factors  such  as  affection  or  income  shifting  might  motivate  wealthy 
taxpayers  to  give  to  charities  or  taxpayers  with  lower  rates  regardless  of 
the  existence  or  non-existence  of  an  estate  tax.  In  fact  most  estate 
planners  will  tell  you  that  their  clients  regularly  want  to  transfer  more  to 
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the  natural  objects  of  their  bounty  but  may  be  prevented  from  doing  so 
by  the  inability  to  make  large  transfers  tax-free. 

Additionally,  even  if  this  theory  is  correct,  the  elimination  of  the 
estate  tax  could  be  catastrophic  for  charities.  While  a  good  deal  of 
lifetime  giving,  especially  to  churches,  would  take  place  without  the 
incentive  of  an  income  tax  deduction,  it  is  a  fact  that  transfer  tax 
reduction  is  a  prime  motivator  for  the  making  of  deathtime  gifts  to 
charitable  organizations.  The  removal  of  this  incentive  would  have  a 
significant  downward  impact  on  the  amount  of  dollars  moving  to 
foundations  and  endowments  maintained  by  hospitals,  schools,  etc., 
which  receive  the  bulk  of  their  donations  from  gifts  made  at  death. 

Wealth  Leveling 

A  second  goal  of  the  transfer  tax  system  is  to  curb,  at  least  to  some 
degree,  large  concentrations  in  wealth.  The  passing  of  large  fortunes 
from  generation  to  generation  conflicts  with  core  American  beliefs  in  hard 
work  and  equality  of  opportunity.  To  be  sure,  the  comments  of  President 
Theodore  Roosevelt  and  Andrew  Carnegie,  and  the  like,  to  the  effect  that 
a  graduated  death  tax  is  the  wisest  form  of  taxation  since  the  transfer  of 
huge  wealth  may  dampen  the  initiative  of  those  receiving  the  transfer, 
may  seem,  today,  somewhat  archaic.  Nevertheless,  we  now  see  the 
impending  intergenerational  transfer  of  unprecedented  wealth  in  the  next 
decade  or  two. 

One  of  the  most  pressing  concerns  in  society  is  the  growing 
disparity  in  wealth  and  income  between  the  wealthiest  Americans  and  the 
lower  and  middle  classes.   William  McDonough,  President  of  the  Federal 
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Reserve  Bank  of  New  York,  has  warned  that  growing  disparities  in  income 
and  wealth  are  raising  issues  of  equity  and  social  cohesion  that  force  us 
"to  face  the  question  of  whether  we  will  be  able  to  go  forward  together 
as  a  unified  society...."  While  disparities  in  wealth  may  be  a  sign  of  a 
healthy  capitalist  economic  system,  grave  disparities  threaten  to  drive  a 
wedge  between  the  upper  and  middle  classes  which  will  ultimately  hinder 
prosperity  for  all. 

The  data  illustrate  that  a  small  fraction  of  Americans  are  controlling 
vast  amounts  of  wealth.  Over  68%  of  America's  net  worth  is  held  by 
Americans  in  the  wealthiest  10  percentile.  Over  56%  is  held  by  the  top 
5  percentile.  This  contrasts  with  under  3%  of  net  worth  held  by  the 
Americans     with     wealth    below    the     median.  To    permit    large 

concentrations  of  wealth  to  pass  free  of  a  transfer  tax,  further  widening 
the  gulf  between  the  rich  and  the  poor,  cannot  be  considered  sound 
public  policy. 

In  light  of  the  high  concentration  of  wealth  in  the  hands  of  the 
wealthiest  Americans,  the  modest,  albeit  insufficient,  attempt  by  the 
estate  and  gift  taxes  to  equalize  wealth  seems  appropriate. 

Fairness 

The  transfer  tax  system  serves  the  important  goal  of  making  the 
overall  tax  system  more  fair  and  progressive  by  taxing  those  with  the 
highest  levels  of  wealth.  Transfer  tax  credits,  deductions,  and  exclusions 
mean  that  only  a  fraction  (about  1  %  of  decedents)  of  the  population 
consisting  of  the  wealthiest  individuals  will  face  any  transfer  tax  liability. 
In  1995,  the  IRS  estimates  only  85,100  estate  tax  returns  will  be  filed. 
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This  compares  with  an  expected  117,198,600  individual  income  tax 
returns.  Further,  there  is  nothing  inherent  in  a  consumption  based  flat  tax 
world  which  demands  repeal  of  transfer  taxation.  Obviously  large  estates 
will  be  accumulated  by  people  who  chose  not  to  consume.  A 
consumption  tax  is  a  tax  on  one's  standard  of  living  whereas  the  income 
tax  puts  its  focus  on  ability  to  pay.  Retention  of  the  present  transfer  tax 
regime  within  the  framework  of  a  consumption  tax  would  emphasize  the 
important  consideration  of  ability  to  pay. 

Hardship  on  Small  Business? 

Notwithstanding  current  rhetoric,  the  transfer  tax  system  is  not  a 
hardship  to  most  farmers  or  small  business  owners.  When  businesses  are 
valued  at  death,  applicable  methods  of  valuation  accord  valuation 
discounts  (for  liquidity,  fractional  interests,  etc.)  to  such  property  which 
combine  to  reduce  substantially  the  valuation  of  the  property  for  tax 
purposes.  Further,  the  Internal  Revenue  Code  already  has  numerous 
provisions  in  place  to  protect  small  businesses  and  farms  from  the 
hardship  of  transfer  tax  liability.  For  example,  95%  of  all  farms  can  be 
transferred  under  the  present  system  without  any  transfer  tax.  Among 
the  most  important  provisions: 

(1 )  Unified  credit  of  $  1  92,800  ($600,000  deduction  equivalent); 

(2)  Annual  gift  tax  exclusion  of  $10,000  per  year  per  donee; 

(3)  Unlimited  martial  deduction; 

(4)  Section  303  provides  for  what  can  be  a  tax-free  distribution 
from  a  corporation  for  the  payment  of  estate  tax  liabilities; 

(5)  Section  2032A  allows  special  valuation  of  farm  and  small 
business  real  property  which  can  potentially  reduce  an  estate  by  up  to 
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$750,000; 

(6)  Section  6166  allows  the  estates  of  small  business  owners  to 
defer  the  payment  of  estate  tax  liability  for  5  years  and  then  to  pay  the 
liability  in  installments  over  the  next  10  years,  often  at  a  substantially 
reduced  interest  rate. 

Congress  should  remedy  any  remaining  hardship  by  reforming  the 
current  transfer  tax  system,  not  by  discarding  it.  For  example.  Congress 
may  consider  indexing  the  unified  credit  and  annual  exclusion  to  ease 
erosion  by  inflation.  Further,  Congress  could  aid  continuing  small 
businesses  by  making  the  installment  payment  of  estate  tax  liability  more 
attractive  (e.g.,  by  decreasing  the  requirement  that  the  business  interest 
be  35%  of  the  decedent's  estate  to  a  20%  level). 

Economic  Disincentive? 

No  evidence  exists  that  transfer  taxes  create  economic 
disincentives.  It  is  equally  plausible  that  the  transfer  tax  system  acts  as 
an  incentive  for  individuals  to  generate  larger  estates  in  order  to  maintain 
their  desired  level  of  after  tax  transfers. 

History  suggests  that  a  the  transfer  tax  system  does  little  to  dampen 
the  entrepreneurial  spirit.  Andrew  Carnegie,  a  prime  example  of  spirited 
entrepreneurship,  thought  death  taxes  operated  "without  interfering  in  the 
least  with  the  forces  which  tend  to  the  development  of  the  country 
through  the  production  of  wealth."  During  the  economic  boom  of  the 
1940s  and  1950s  estate  and  gift  tax  rates  were  higher  than  now--top 
marginal  rates  of  77%  and  57.75%,  respectively-yet  these  were  among 
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the  golden  years  of  business  and  economic  growth.  In  more  recent  times, 
one  doubts  that  Bill  Gates  ever  paused  to  consider  the  death  tax 
consequences  of  turning  his  small  business  into  a  colossus.  This  can 
certainly  be  said,  as  well,  of  much  smaller  entrepreneurs-in  the  flush  of 
enthusiasm  and  vigor  of  starting  and  building  a  business,  one  is  simply 
not  caught  up  in  thoughts  of  a  prospective  transfer  tax  impact. 

Thank  you,  again,  Congresswoman  Smith  for  the  opportunity  to 
appear  before  you  today  and  to  share  my  thoughts  with  you. 
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Madam  Chairwoman,  and  members  of  the  Committee,  I  applaud  your  decision  to 
hold  this  hearing  on  fundamental  tax  changes  needed  to  unleash  the  full  potential  of 
America's  small  businesses.  It  is  my  belief  that  this  Committee  has  the  opportunity  to 
provide  leadership  in  the  debate  over  tax  reform  for  the  21st  century. 

First,  I  want  to  thank  the  Chairwoman  for  the  seven  valuable  recommendations 
given  in  her  testimony  before  the  National  Commission  on  Economic  Growth  and  Tax 
Reform  on  September  26,  1995,  encouraging  "new  businesses,  new  jobs,  and  new 
products"  under  a  completely  new  system. 

When  Speaker  Newt  Gingrich  and  Majority  Leader  Bob  Dole  appointed  the 
National  Commission  on  Economic  Growth  and  Tax  Reform,  our  charge  was  to  listen  first 
and  learn  from  the  American  people.  Accordingly,  the  Commission  spent  the  first  four 
months  holding  12  hearings  around  the  country.  We  found  that  many  Americans  see  the 
current  tax  system  as  a  complicated  failure  that  hinders  the  nation's  economic  growth  while 
allowing  the  politically  well-connected  to  manipulate  the  system  to  get  special  breaks  not 
available  to  average  workers  and  businesses.  These  Americans  are  right.  The  most  feasible 
way  of  addressing  these  serious  problems  is  the  fiat  tax.  Properly  designed,  a  flat  tax 
would  treat  all  taxpayers  equally,  and  would  greatly  increase  incentives  to  work,  save,  and 
invest.  Then  we  spent  several  months  discussing  the  framework  in  which  tax  reform 
should  be  viewed  to  prepare  our  report  to  the  Congress  and  to  the  American  people. 


WHAT  IS  A  FLAT  TAX? 

There  have  been  several  flat  tax  proposals  over  the  years.  While  they  differ  in 
important  ways,  almost  invariably  they  contain  three  features,  each  designed  to  fix  a  major 
problem  with  the  current  tax  code.  The  major  features  of  a  flat  tax  are: 

•  Single  flat  rate. 

All  flat  tax  proposals  have  a  single  tax  rate  that  applies  to  all  income  subject  to  tax. 
The  low,  flat  rate  solves  the  problem  of  high  marginal  tax  rates  by  reducing  penalties 
against  working,  saving,  investing,  and  entrepreneurship. 
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No  double  taxation. 


Flat  tax  proposals  are  designed  to  eliminate  the  tax  code's  bias  against  capital 
formation  by  ending  the  double  taxation  of  income  used  for  savings  and  investment.  This 
reform  is  needed  since  today's  tax  code  penalizes  future  economic  growth  by  taxing  capital 
as  many  as  four  times. 

•  Simplification. 

Flat  tax  proposals  eliminate  provisions  of  the  code  that  bestow  preferential  tax 
treatment  on  certain  behavior  and  activities.  Treating  all  income  equally  solves  the  problem 
of  complexity,  allowing  taxpayers  to  file  their  tax  returns  on  a  postcard-sized  form. 

ADVANTAGES  OF  A  FLAT  TAX 

If  enacted,  a  flat  tax  would  yield  major  benefits  to  the  nation,  including: 

•  Faster  economic  growth. 

By  increasing  incentives  to  engage  in  productive  economic  behavior,  it  also  would 
boost  the  economy's  long-term  growth  rate.  Even  if  a  flat  tax  boosted  long-term  growth  by 
as  little  as  0.5  percent  per  year,  the  income  of  the  average  family  of  four  after  ten  years 
would  be  $5,000  higher  than  it  would  be  under  current  tax  laws. 

•  Instant  wealth  creation. 

According  to  Harvard  economist  Dale  Jorgenson,  a  flat  tax  would  boost  national 
wealth  by  some  $1  trillion.  The  reason:  all  income-producing  assets  would  rise  in  value 
since  the  flat  tax  would  increase  the  after-tax  stream  of  income  they  generate. 

•  Simplicity. 

According  to  a  study  conducted  for  the  IRS,  the  current  tax  code  requires  taxpayers 
to  devote  5.4  billion  hours  each  year  to  their  tax  retums.  Yet  even  this  commitment  of  time 
is  no  guarantee  of  accuracy.  The  code  is  so  complex  that  even  tax  experts  and  the  Internal 
Revenue  Service  often  make  mistakes  and  issue  conflicting  advice  to  individual  taxpayers. 
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•  Fairness. 

A  flat  tax  would  treat  people  equally.  A  very  wealthy  taxpayer  with  10  times  the 
taxable  income  of  another  taxpayer  would  pay  more  than  1 0  times  more  in  taxes.  No  longer 
would  the  tax  code  penalize  success  and  discriminate  against  citizens  on  the  basis  of 
income. 

•  An  end  to  micromanaging  and  political  favoritism. 

The  flat  tax  gets  rid  of  all  deductions,  loopholes,  credits,  and  exemptions. 
Politicians  would  lose  the  ability  to  pick  winners  and  losers,  reward  friends  and  punish 
enemies,  and  to  use  the  tax  code  to  impose  their  values  on  the  economy. 

•  Increased  civil  liberties. 

Under  current  law,  people  charged  with  murder  have  more  rights  than  taxpayers 
dealing  with  the  Internal  Revenue  Service.  With  a  simpler,  fairer  tax  code,  infringements 
on  freedom  and  privacy  would  fall  dramatically. 

•  Friendliness  toward  families. 

Flat  tax  proposals  include  a  generous  personal  allowance.  Under  most  plans  a 
family  of  four,  for  instance,  would  be  able  to  shelter  more  than  $30,000  of  income  from  all 
federal  income  taxes. 

IMPACT  ON  SMALL  BUSINESS 

The  flat  tax,  for  all  its  benefits,  is  not  a  free  lunch. 

With  the  exception  of  personal  allowances,  all  income  is  taxed  (though  never  more 
than  once).  That  principle,  combined  with  changes  in  where  some  taxes  are  collected,  may 
mean  that  some  businesses  pay  more  in  taxes.  On  the  plus  side,  businesses  will  benefit 
from  the  low  single  tax  rate,  simplicity,  lower  interest  rates,  immediate  write-off  of  all 
investment  spending,  easier  access  to  capital,  elimination  of  capital  gains  taxes,  elimination 
of  estate  taxes,  and  numerous  other  provisions  in  the  flat  tax.  Less  welcome,  however. 
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will  be  provisions  such  as  the  non-deductibility  of  payroll  taxes,  health  care  benefits,  and 
interest  payments. 

Using  so-called  static  economic  analysis,  small  businesses  will  see  little  change  in 
their  tax  liability  according  to  the  tax  simulation  model  we  use  at  the  Heritage  Foundation. 
In  the  real  world  of  a  dynamic  economy,  however,  the  benefits  will  greatly  outweigh  the 
costs. 

•  Faster  economic  growth  will  mean  more  sales  of  goods  and  services. 

Compare  that  to  the  current  system  where  successful  entrepreneurs  have  half  their  earnings 
taken  by  government  —  even  more  when  double  taxation  is  included. 

•  Lower  interest  rates  and  easier  access  to  capital  will  make  expansion  more 
affordable.  Compare  that  to  the  current  system  with  its  punitive  treatment  of  income  used 
for  savings  and  investment. 

•  Dramatic  reductions  in  compliance  costs  will  free  up  time  and  money  for  productive 
business  activities.  According  to  The  Tax  Foundation  and  Arthur  D.  Little  &  Company, 
total  business  compliance  costs  were  SI 23  billion  in  1993.  This  study  also  indicated  that 
small  businesses  had  10  times  higher  compliance  costs  than  large  corporations. 

•  Finally,  while  it  may  be  difficult  to  measure,  junking  the  current  tax  code  and 
replacing  it  with  a  system  based  on  equality  and  fairness  will  go  far  toward  restoring  our 
citizen's  faith  in  our  govemmenL 

With  all  elements  taken  into  consideration,  the  flat  tax  is  a  big  win  for  the  country  in 
general  and  small  business  in  particular.  To  be  sure,  there  are  many  issues  which  deserve 
careful  scrutiny.  These  include,  particularly,  the  transition  from  today's  tax  law  to  a  new 
system  based  on  sound  principles.  In  short,  we  do  not  want  to  put  taxpayers  at  a 
disadvantage  who  have  made  decisions  on  the  basis  of  the  incentives  in  the  current  tax 
code.  These  transition  issues,  however,  can  be  worked  out  and  there  is  every  reason  to 
believe  they  will  be  addressed  to  the  satisfaction  of  all  concerned. 
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CONCLUSION 


The  current  income  tax  system  punishes  the  economy,  imposes  heavy  compliance 
costs  on  taxpayers,  rewards  special  interests,  and  makes  America  less  competitive.  A  flat 
tax  would  reduce  these  ill  effects  dramatically.  Perhaps  more  important,  it  would  reduce  the 
federal  government's  power  over  the  lives  of  taxpayers  and  get  the  government  out  of  the 
business  of  trying  to  micromanage  the  economy.  There  will  never  be  a  tax  that  is  good  for 
the  economy,  but  the  flat  tax  moves  the  system  much  closer  to  where  it  should  be  -  raising 
the  revenues  government  demands,  but  in  the  least  destructive  and  least  intrusive  way 
possible. 
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April  3,  1996 

On  behalf  of  the  20,000  Washington  State  members  of  the  600,000  member  National  Federation  of 
Independent  Business  (NFIB),  I  am  pleased  to  participate  in  this  hearing.  NFIB  is  the  largest  small 
business  advocacy  group  in  Washington  state  as  well  as  in  the  nation. 

Our  average  member  in  the  state  has  5  employees  and  grosses  about  $250,000  in  annual  sales.  Our 
members  are  all  small  business  owners  from  a  broad  base  of  industries.  Over  half  (5 1%)  are  in  retail 
and  service  industries,  23%  are  in  construction,  manufacturing  and  mining;  and  the  remaining  26% 
operate  agricultural,  transportation,  communication,  wholesale,  financial,  insurance  or  real  estate 
enterprises.  NFIB  sets  its  policy  positions  through  regular  polling  of  the  membership,  including 
state  specific  polling. 

First,  let  me  commend  Chairman  Smith  and  members  of  the  committee  for  coming  out  to 
Washington  state  to  hear  local  concerns  regarding  federal  tax  changes.  It  is  imperative  that  any 
federal  tax  reform  not  be  done  in  the  "vacuum"  of  Washington,  DC.  Small  businesses  and  working 
people  in  the  country  pay  far  more  than  federal  taxes,  therefore  the  reform  must  take  these  other 
costs  into  account  —  at  least  reformers  should  be  aware  of  them. 

Second,  let  me  say  that  Washington  state  small  businesses  want  tax  reform  —  let  me  rephrase  that  — 
NEED  tax  reform.  According  to  Washington  State  Ballots,  NFIB  members  rank  taxes  as  the  third 
most  adverse  cost  for  their  business,  right  below  regulatory  costs  and  health  care.  In  a  1995 
nationwide  study  of  the  taxes  small  businesses  pay  done  by  Peter  J.  Frishmaim  of  the  University  of 
Wisconsin-Madison  for  the  NFIB  Education  Foundation,  including  Washington's  local  and  state 
gross  receipts  tax  in  the  computations  would  have  "essentially  classified  Seattle  as  the  highest  tax 
location.  .  ." 

Washington  state  has  a  gross  receipts  tax  that  is  paid  by  virtually  all  businesses  regardless  of  the 
health  of  the  business.  We  have  a  retail  sales  tax,  a  use  tax,  and  a  property  tax.  The  one  thing  we 
don't  have  is  a  state  income  tax  (but  not  for  lack  of  trying  by  some  public  officials).  Add  these  state 
taxes  onto  the  federal  payroll  taxes  (you  heard  testimony  in  June  of  1995  from  Mark  Isakowitz  of 
NFIB  regarding  the  impact  of  payroll  taxes  on  small  businesses)  and  income  taxes  that  must  be  paid, 
and  you  can  understand  why  small  businesses  are  asking  for  tax  relief  and  reform.  It  is  doubly 
important  for  Washington  state  small  businesses  because  they  are  not  only  paying  extremely  high 
federal  payroll  taxes  which  ignore  the  health  of  the  business,  they  also  are  in  one  of  three  states  with 
taxes  on  gross  receipts  which  require  payment  regardless  of  profitability  as  well. 

In  addition  to  the  direct  costs  of  taxation,  Washington  state  small  businesses  are  struggling  under 
their  number  one  adverse  cost  —  REGULATION.  The  current  tax  system  feeds  this  cost  through 
its  complexity.  Small  businesses  usually  must  go  outside  the  firm  for  help  from  lawyers, 
bookkeepers  and  accountants.   At  the  very  least,  a  small  business  owner  spends  countless  hours 
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dealing  with  the  regulatory  part  of  taxation  and  then  must  live  in  fear  of  what  a  potential  audit  could 
cost  them  if  there  is  a  mistake. 

What  will  help?  The  recent  National  Commission  on  Economic  Growth  and  Tax  Reform  (  aka  the 
Kemp  Commission)  heard  from  small  businesses  and  others  on  just  these  problems  and  came  out 
with  several  key  principles.  Setting  key  principles  for  tax  reform  will  be  very  important  to  assuring 
long-term  success  of  these  reforms.  Below  is  a  brief  analysis  of  the  principles  based  on  what  small 
businesses  are  looking  for  in  an  approach  to  tax  reform. 

Principle  number  one  -  Economic  growth  through  incentives  to  work,  save  and  invest:  For 

small  businesses  in  Washington  state  this  is  the  paramount  principle.  Current  tax  policies  often 
apply  disincentives  to  job  creation  which  could  spur  economic  growth.  Payroll  taxes  are  a  huge 
burden  for  small  businesses  because  small  businesses  are  generally  more  labor  intensive  than  larger 
firms.  Additionally,  here  in  Washington  state,  the  most  labor  intensive  industries  also  pay  some  of 
the  highest  state  gross  receipts  tax  rates.  Yet,  despite  these  costs,  small  businesses  continue  to  be 
the  job  creators  in  the  state  and  across  the  nation.  This  is  because  they  need  people,  not  machines 
to  provide  the  goods  or  services.  Think  of  the  potential  job  growth  if  tax  policies  were  shifted  to 
allow  employers  to  hire  more  people  without  additional  taxes.  Tax  policy  should  also  encourage 
greater  investment  in  small  businesses  because  they  are  the  ones  producing  jobs  and  spurring  ftiture 
economic  growth. 

Principle  number  two  -  Fairness  for  all  taxpayers:  This  principle  appHes  for  small  businesses  in 
a  very  important  way.  As  the  policy  makers  in  Washington,  DC.  move  to  provide  tax  relief  and  do 
tax  reforms  for  business,  they  must  be  sure  that  small  business  benefits  proportionately  as  well  as 
larger  businesses.  Too  often  tax  reforms  or  relief  are  done  that  attempt  to  spur  economic  growth  by 
concentrating  on  one  industry  or  type  of  business.  However,  numerous  surveys  of  Washington  state 
NFIB  members  indicate  that  the  tax  reform  or  relief  they  support  must  provide  relief  to  all  industry 
sectors.  Buoying  up  one  business  or  industry  does  not  automatically  mean  better  times  for  all.  Any 
approach  to  federal  tax  reform  must  benefit  all  industry  types  and  all  business  sizes  fairly. 

Principle  number  three  -  Simplicity  so  that  anyone  can  figure  it  out:  This  is  a  very  important 
principle  for  small  businesses.  Reduce  the  regulatory  burden  of  taxation  so  their  costs  of  paying  the 
tax  are  not  as  high.  Make  the  system  simple  and  allow  the  business  owner  to  get  back  to  what  they 
went  into  business  to  do.  Also,  remember  that  along  with  simplicity  comes  clarity.  Make  sure  the 
tax  laws  are  very  easily  understood  to  help  small  businesses  avoid  mistakes  that  could  be  costly  in 
the  ftiture.  Apply  general  regulatory  reforms  to  the  tax  laws:  regular  administrative  review, 
cost/benefit  analysis,  small  business  economic  impact  statements,  analysis  of  disproportionate 
impact  on  small  business,  and  relief  for  first  time  violators. 

Principle  number  four  -  Neutrality  that  lets  people  not  government  make  choices:  For  small 
business,  the  tax  code  should  not  be  used  to  determine  what  economic  activities  are  "good"  and  what 
activities  are  "bad."  If  it  is  legal  then  it  should  not  be  unfairly  taxed. 

Principle  number  five  -  Visibility  to  let  the  people  know  the  cost  of  government:  This  is  also 
an  important  principal  for  small  business  in  that  as  taxpayers  they  are  very  concerned  as  to  where 
their  money  is  going.  Call  a  tax  a  tax  rather  than  a  fee.  Recognize  that  there  are  no  "painless"  taxes 
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for  small  business.  Also  recognize  that  as  businesses  pay  more  tax,  the  whole  economy  suffers  and 
the  public  deserves  to  know  exactly  why  prices  are  going  up.  The  public  must  be  educated  about 
the  cost  of  government  so  informed  decisions  can  be  made 

Principle  number  six  -  Stability  so  people  can  plan  for  the  future:  Many  small  businesses 
wonder  if  their  business  will  be  around  in  five  years  and  part  of  that  question  can  only  be  answered 
by  year  to  year  tax  changes.  Small  businesses  need  as  much  predictability  as  possible  in  order  to 
keep  going.  Goverrunent  can  do  its  part  by  creating  a  stable  tax  system  that  will  allow  a  small 
business  owner  to  know  what  things  will  look  like  five  or  even  ten  years  down  the  road. 


Of  the  six  policy  recommendations  made  by  the  tax  commission,  it  is  too  soon  to  determine  what 
the  specific  impact  would  be  for  small  business.  The  single  tax  rate  is  still  an  unknown  because  of 
the  diversity  in  the  small  business  [>opulation.  While  small  businesses  like  the  idea  of  a  more  simple 
tax  system,  a  brief  talk  with  a  few  Washington  state  businesses  indicated  that  while  one  business 
might  benefit,  another  in  a  different  industry  might  not  fair  so  well.  Small  businesses  are  structured 
differently  depending  on  size,  industry  and  even  what  pan  of  the  country  they  are  in  so  one  solution 
might  not  work.  Before  any  changes  are  made  in  this  arena,  we  urge  Congress  to  consider  extensive 
economic  impact  studies  on  small  business. 

The  recommendations  of  lowering  tax  rates  for  America's  families,  allowing  deductibility  for 
workers,  ending  biases  against  work,  saving  and  investment  are  all  good  recommendations  and 
would  be  supported  to  the  extent  they  do  not  increase  the  burden  on  the  working  people  who  own 
small  businesses  and  their  families. 

The  last  recommendation,  requiring  a  two-thirds  majority  vote  in  Congress  to  raise  the  tax  rate,  is 
highly  supported  by  NFIB's  Washington  state  members.  In  fact,  nearly  80%  supported  a  similar 
proposal  here  in  Washington  state.  Making  it  harder  to  raise  taxes  is  one  very  important  way  of 
achieving  greater  stabiUty,  visibility,  neutrality,  simplicity  and  fairness  in  a  tax  system.  We  also 
think  that  reducing  government  spending  and  acquiring  a  balanced  federal  budget  will  go  a  long  way 
to  help  as  well. 


What  <lQf?  M^  rw9mmn41 

NFIB  has  a  number  of  recommendations  for  tax  reform  that  we  feel  fit  the  six  principles  outlined 
by  the  Kemp  Commission  yet  do  not  require  extensive  reform  efforts  to  accomplish.  These 
recommendations  are  based  on  surveys  of  our  members. 

I .  Reduce  Payroll  Tax  Rates:  Because  of  the  tremendous  burden  these  taxes  have  for  small 

businesses  and  because  they  are  a  direct  tax  on  labor,  reducing  the  rate  will  only  have 
positive  effects  for  job  growth,  small  business  growth  and  wages.  In  fact,  reducing  the 
payroll  tax  burden  for  small  businesses  and  their  employees  could  be  government's  way  of 
recognizing  stagnant  wage  growth  in  the  United  States  and  doing  its  share  to  reduce  costs 
that  get  in  the  way  of  increasing  wages. 
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Estate  Tax  Reform:  No  closely  held  business,  farm  or  ranch  should  have  to  be  sold  or 
liquidated  to  pay  estate  taxes  following  the  death  of  the  business  owner  An  exemption  from 
estate  taxes  would  permit  closely  held,  non-public  businesses  to  remain  in  operation  and 
save  jobs.  Estate  taxes  should  be  eliminated  as  long  as  heirs  continue  the  business  operation 

100%  Health  Insurance  Deductibility  for  the  Self-Employed:  Self  employed  business 
owners,  such  as  sole  proprietors,  partners,  and  "S"  corporations,  currently  are  not  allowed 
to  deduct  the  cost  of  their  health  insurance.  As  a  matter  of  pure  fairness,  the  2.8  million  self- 
employed  Americans  who  are  presently  uninsured  or  paying  for  their  own  insurance  should 
be  given  access  to  the  same  deductions  all  corporations  receive.  A  permanent,  100%  health 
insurance  deduction  for  the  self  employed  must  be  part  of  any  reform  package. 

Increase  Expensing:  Taxes  and  cash  flow  are  two  of  the  biggest  problems  facing  small 
business  owners.  Increasing  expensing—  the  amount  a  business  can  deduct  for  the  purchase 
of  equipment  in  the  year  of  the  purchase  -  can  help  solve  both  these  problems.  Boosting  the 
expensing  limit  from  the  current  $17,500  to  $35,000,  would  give  small  firms  much  needed 
tax  relief,  increase  cash  flow,  encourage  investment  and  relieve  the  headaches  small  business 
owners  get  from  figuring  out  how  to  depreciate  their  assets. 

Independent  Contractor  Definition:  The  current  rule  for  defining  employees  vs 
independent  contractors  is  so  complex  that  it  is  difficult  for  employees  to  know  when  they 
are  violating  it.  A  mistake  or  a  disagreement  with  the  IRS  can  mean  audits,  legal  expenses 
and  fines.  The  definition  of  an  independent  contractor  should  be  clarified  in  law  by 
Congress.  Employer  should  be  able  to  determine  with  certainty  whether  a  worker  is  an 
employee  or  an  independent  contractor. 

Home  Office  Deduction:  More  and  more  people  are  using  their  homes  as  the  location  for 
at  least  part  of  their  business,  yet  a  recent  Supreme  Court  ruling  has  made  it  more  difficult 
to  qualify  a  home  for  a  business-use  tax  deduction.  Any  legitimate  business  use  of  the  home 
should  qualify  for  a  deduction.  The  law  should  be  simplified  and  clarified  to  encourage, 
rather  than  discourage,  home  based  businesses. 

Capital  Gains  Tax  Reduction/Exemption  for  Small  Business  InvestmenU  Held  for  Five 
Years:  Current  law  taxes  the  gains  on  the  value  of  assets  due  to  inflation  and  discourages 
the  risk-taking  investment  in  a  new  business.  The  law  must  be  changed  to  encourage 
entrepreneurship,  job  creation  and  economic  growth.  Capital  gains  assets  should  be  indexed 
for  inflation,  capital  gains  tax  rates  should  be  cut  in  half,  and  capital  gains  taxes  must  be 
totally  eliminated  for  investments  made  in  growing,  job  producing  small  businesses 


These  are  federal  tax  reforms  our  members  feel  could  be  done  right  now  and  would  go  a  long  way 
toward  allowing  small  businesses  to  reach  tlieir  potential,  create  jobs  and  grow  the  economy. 
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FUNDAMENTAL  TAX  CHANGES 
CMI  INCORPORATED 
FIELD  HEARING  APRIL  3,  1996 
SEATTLE,  WA 

D^TRODUCTION 

I  appreciate  this  opportunity  to  present  my  views  on  business  taxation.  While  the  three 
specific  recommendations  I  present  today  are  not  new  ideas,  I  would  hope  my 
reiteration  of  them  will  in  some  way  develop  an  urgency  toward  precipitating  their 
quick  enactment.  Because  small  businesses  are  limited  in  size  and  resources,  we 
oftentimes  feel  our  views  and  needed  priorities  become  overshadowed  by  the  larger  and 
louder  interests  lobbying  in  Washington  D.C.  My  thanks  to  each  of  you  for  providing 
this  forum  by  which  information  relating  to  improving  business  can  be  discussed. 


BACKGROUND 

Over  the  past  25  years  I  have  worked  as  an  engineer  in  companies  who  provided  parts 
to  aerospace  and  space  shuttle  contractors,  as  an  engineering  manager  for  both 
telephony  and  defense  supplier  corporations,  and  as  an  executive  for  electronic  and 
software  development  corporations.  In  1989  I  founded  CMI  INCORPORATED.  I  had 
determined  a  need  existed  in  the  Great  Northwest  for  short  term  management  expertise 
for  fast  growing,  high  tech  companies,  which  was  an  area  I  had  specific  and  innovative 
capabilities.  Along  with  this  effort,  I  engaged  my  company  in  developing  parcels  of 
properties  I  had  acquired  over  the  years  and  in  time  added  the  building  of  single  family 
residences  to  my  business  as  a  general  contractor. 

Starting  my  own  and  small  business  was  exciting.  I  initially  thought  the  greatest 
challenge  of  my  business  would  lie  in  the  marketing  and  selling  of  my  ideas  and 
company  content.  In  actuality  my  company's  beginning  was  nearly  overwhelmed  by 
the  many  federal,  state,  and  local  governmental  taxes,  fees,  contributions,  etc.,  not  to 
mention  the  imperative  governmental  regulations,  policies,  procedures,  codes,  tax  rates 
for  various  business  choices,  and  criteria  directly  applicable  to  my  newly  created 
business;  all  this  before  CMI  had  not  made  its  first  dollar.  What  an  attention  getter!  I 
quickly  recognized  that  all  the  technical  expertise  and  great  ideas  in  the  world  would 
quickly  go  for  not  if  I  did  not  employ  an  accountant  to  sort  through  the  initial  maze  of 
government  requirement  and  regulation. 


NEEDED  TAX  APPLICATION  REVISIONS 

My  business  is  not  particularly  unique  in  valuing  the  expertise  found  within  its  people, 
its  market  niche,  and  financial  resource  backing.  I  would  say  however,  that  CMI  is 
one  of  the  fortunate  companies  who  has  survived  the  federal,  state,  and  local 
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bureaucratic  requirements  thus  far.   Specific  to  our  discussion  today,  I  recommend  the 
following  tax  changes  to  universally  help  small  business  owners  across  America. 

1.)  ReinstUute  and  maximize  the  capital  gains  tax  credit. 

There  are  a  tremendous  number  of  small  business  owners  and  individuals  across 
America  who  have  stock  piled  significant  amounts  of  personal  worth  into 
properties,  stocks,  and  other  investments  that  would  be  quickly  liquidated  if 
given  a  tax  credit.  The  majority  of  the  value  in  these  holdings  are  being  held 
for  a  change  in  the  tax  laws,  a  rainy  day,  or  for  retirement.   It  is  similar  to  an 
untapped  oil  field,  having  great  value,  but  lying  in  wait  for  a  more  favorable 
market.   Each  who  holds  property  of  value,  who  in  turn  liquidates  it,  will 
usually  reinvest  it  into  another  form.  This  is  one  of  the  greatest  financial 
resources  available  today. 


2.)  Provide  a  generous  investment  tax  credit. 

Canada  experienced  success  doing  this  in  the  1970" s.  They  recognized  the 
majority  of  the  technology  their  people  were  purchasing  was  coming  out  of  the 
United  States  and  elsewhere,  instead  of  Canada.  The  government  provided  a 
generous  tax  credit  towards  corporate  profits  earned,  as  long  as  each  tax  credit 
dollar  was  put  into  corporate  R&D  efforts.  Major  corporate  synergy  resulted, 
bids  for  Canadian  product  soared,  and  small,  relatively  unknown  companies 
began  to  attract  major  investment  money.  An  industry  was  saved  and  even 
enriched  because  of  a  government  policy  change. 

3.)  Reinstitute  a  single  rate  tax  system  for  owners  of  small  companies. 

When  a  business  is  formed,  it  unwittingly  picks  up  the  government  as  its 
partner.  This  partner  shares  in  corporate  profits  in  amounts  of  15%  to  39%  to 
43%  and  more  depending  upon  the  type  and  success  of  the  business.  Little  is 
perceived  as  being  returned  to  the  business  by  this  partner,  the  government.  An 
individual  I  know  just  sold  his  "C  corporation  for  $450,000.  Under  'C 
Corporation  rules  due  to  double  taxing  both  him  as  a  company  and  as  a  person, 
he  will  be  paying  an  effective  tax  rate  of  58%  or  $260,000  to  his  government 
partner  while  retaining  $190,000  for  his  life's  work.  Where  is  the  incentive!  Is 
it  any  wonder  we  continue  to  see  a  growing  number  of  businesses  participating 
in  the  underground  economy  in  order  to  survive.  Businesses  that  deal  in  a  lot  of 
cash  seem  to  be  able  to  do  this  best.  It  simply  does  not  have  to  be  this  way. 

Our  government  must  become  more  of  a  giver  instead  of  a  taker  of  our  wealth. 
Creating  more  money  for  businesses  does  not  alone  resolve  the  root  cause  for  our  being 
here  today.  As  important  as  the  recommendations  above  are  for  small  business,  so  is 
reducing  the  aneurysm  of  government  growth  in  personnel  and  entitlements.  Large 
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corporations  have  been  engaged  in  down  sizing  efforts  in  recent  years,  addressing 
primarily  the  less  applicable  overhead  and  other  costs  being  incurred  and  replacing  that 
with  state  of  the  art  technology  and  mind  sets  that  aid  its  users  creativity  and 
innovation,  which  I  believe  are  some  of  America's  greatest  natural  resources.  Striking 
efficiency  and  output  have  resulted.  I  believe  our  government  must  experience  this 
same  type  of  adjustment.  I  am  confident  the  government  could  be  reduced  20%  or 
more  over  a  2  year  period  without  seriously  affecting  our  quality  of  life  or  jeopardizing 
our  economic  and  national  well  being.  To  address  only  taxation  policies  witiiout 
curbing  government  growth  is  like  an  accountant  applying  the  sharp  pen  of  exactness  to 
areas  of  generality  for  purposes  few  remember. 


SUMMARY 

A  strong  economy  supports  needed  opportunities  for  the  individual  and  families.  Basic 
to  all  businesses  is  adequate  investment  capital  helped  by  capital  gains  and  investment 
tax  credits  and  a  single  rate  tax  system.  The  size  of  government  and  its  spending  must 
be  reduced. 

Thank  you  for  hearing  my  testimony  today. 


324 


Statement  of: 


William  Sherman  Jr. 

President,  William  Sherman  &  Co. 

2100  124th  Avenue  N.E.  #100 

BeUevue,  WA  98005 


before  the 


Subcommittee  on  Taxation  and  Finance 
House  Committee  on  Small  Business 


regarding 


"FUNDAMENTAL  TAX  CHANGES  NEEDED  TO  UNLEASH 
AMERICA'S  SMALL  BUSINESSES" 


Field  Hearing  in 
Seattle,  Washington 


April  3,  1996 


325 


Good  Morning  Congresswoman  Smith  and  members  of  the  committee,  my  name  is 
William  Sherman,  and  I  am  a  past  President  of  the  Building  Industry  Association  of  Washington 
and  owner  of  William  Sherman  &  Company,  a  home  building  business  located  in  Bellevue. 
Thank  you  for  giving  me  the  opportunity  to  testify  before  you  today. 

For  your  information  the  Building  Industry  Association  of  Washington  is  comprised  of 
6000  companies  involved  in  the  homebuilding  business.  Those  companies  employ  about  100,000 
people.    My  company  employs  50  people,  and  we  build  200  houses  a  year. 

BLAW  believes  that  the  current  tax  system  must  be  reformed  and  applauds  your  efforts 
to  address  this  difficult  issue.  The  tax  code  needs  to  be  simple,  fair,  and  stimulate  economic 
growth.    A  flat  tax  with  certain  built  in  safeguards  would  accomplish  these  goals. 

Over  the  years,  the  tax  code  has  developed  into  a  monstrously  large  and  complicated 
document.    Great  works  such  as  the  Gettysburg  Address  (286  words)  and  the  Bible 
(774,746  words)  pale  in  comparison  to  the  length  of  the  U.S.  tax  code  which  is  7  million  words 
long.  ' 

There  are  thousands  of  tax  lawyers  and  accountants  who  are  worried  about  tax  reform. 
They  are  worried  because  a  flat  tax  would  eliminate  all  the  loopholes  and  flaws  in  the  current 
tax  system.  They  are  worried  because  a  flat  tax  would  allow  people  like  me  to  do  my 
company's  taxes.  I  would  not  have  to  hire  a  team  of  lawyers  and  accountants  to  help  me  find 
deductions  and  complete  hundreds  of  pages  of  tax  forms. 

I  say  these  lawyers  and  accountants  should  stop  worrying.  If  they  were  smart  enough 
to  figure  out  the  7  million  word  U.S.  tax  code,  they  are  certainly  intelligent  enough  to  find  new 
and  creative  jobs  when  the  code  is  simplified. 

If  Congress  does  approve  a  flat  tax,  we  have  two  recommendations.     First,  it  is 
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imperative  that  any  reform  maintain  the  mortgage  interest  deduction. 

Historically,  the  tax  code  has  encouraged  homeownership  by  allowing  the  deduction  of 
mortgage  interest  and  property  taxes.  Today,  there  are  over  27  million  home  owners.  About 
75%  of  all  home  owners,  who  have  a  mortgage,  deduct  mortgage  and  property  taxes. 
Eliminating  the  mortgage  deduction  would  be  devastating  to  property  values  and  a  home  owner's 
equity  in  his  or  her  home. 

Second,  if  Congress  approves  a  flat  tax,  there  has  to  be  a  built-in  prohibition  against 
increasing  the  rate.  If  the  flat  tax  rate  is  originally  established  at  17  percent,  we  want  to  be 
assured  that  the  next  Congress  will  not  raise  the  rate  to  35  percent.  Although  the  U.S.  Congress 
is  gaining  credibility,  buUders  don't  believe  it  when  politicians  tell  them  that  tax  rates  will  not 
increase. 

One  way  to  ensure  that  a  flat  tax  rate  stays  capped  is  to  require  Congress  to  approve  any 
rate  increases  with  a  two-thirds  Super  Majority  vote. 

Congresswoman  Smith  and  Washington  State  took  progressive  steps  towards  dealing  with 
tax  increases  and  out  of  control  state  spending  three  years  ago  through  Initiative  601. 
Congresswoman  Smith  said  that  in  order  for  the  state  to  raise  taxes,  there  must  be  a  two-thirds 
super  majority  vote  by  the  Stote  Legislamre  and  a  majority  vote  of  the  people.  1-601  has  put 
a  lid  on  taxes  and  state  spending,  and  has  significantly  curbed  government's  unending  appetite 
for  tax  dollars.  In  fact,  every  year  since  Congresswoman  Smith  got  1-601  approved,  tax  rates 
have  decreased  in  Washington  State. 

In  conclusion,  BIAW  supports  efforts  to  make  the  tax  code  simpler,  and  fairer.  It  is 
imperative  that  tax  reform  maintain  the  mortgage  interest  deduction.  By  preserving  the  mortgage 
deduction,  we  will  continue  to  promote  homeownership  and  provide  opportunities  for  people  in 
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this  country  to  obtain  the  American  dream.  It  is  also  important  that,  at  the  very  least,  Congress 
be  required  to  approve  flat  tax  rate  increases  with  a  two-thirds  majority  vote. 
Thank  you  for  the  opportunity  to  testily. 
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Thank  you  for  the  opportunity  to  address  this  hearing  of  the  Subcommittee  on 
Taxation  and  Finance  of  the  House  Committee  on  Small  Business. 

There  are  four  attributes  that  are  particularly  important  to  consider  when 
evaluating  a  tax  system 

The  first  is  how  well  it  promotes  economic  efficiency    The  "invisible  hand"  of  the 
market  is  in  general  a  marvelous  mechanism  for  promoting  consumer  welfare    Taxes,  on 
the  other  hand  almost  inevitably  distort  economic  decision  making    Admittedly,  an  artfully 
designed  tax  can  in  principle  offset  another  distortion  in  the  market  and  so  actually 
improve  economic  welfare    A  physical  analogy  might  be  the  corrective  lens  added  to  the 
Hubble  Telescope    But  much  more  fi-equently  the  distortion  harms  rather  than  helps. 

Economists  refer  to  the  loss  in  consumers'  purchasing  power  due  to  a  tax  as  the 
burden.  In  general  the  burden  of  taxation  exceeds  the  revenue  that  the  government 
actually  collects   This  diflFerence  is  called  the  "excess  burden,"  and  in  a  good  tax  system 
this  excess  burden  is  minimized. 

The  second  important  attribute  is  fairness.  Neariy  everyone  agrees  on  the 
importance  of  fairness,  there  is  less  agreement,  however,  on  its  definition    There  is  wide 
support  for  the  principle  of  horizontal  equity,  the  principle  that  individuals  who  have  the 
same  circumstances  should  pay  the  same  taxes   The  controversy  revolves  around  the 
appropriate  degree  of  progressivity  of  the  tax  system. 

The  third  important  attribute  is  administrative  simplicity.  An  amazing  quantity  of 
resources  is  devoted  to  administering  the  current  federal  income  tax  system    And  the 
amount  spent  by  the  govenunent  is  just  a  small  fraction  of  the  total    For  example,  the 
economist  Joel  Slemrod  has  estimated  that  the  administrative  costs  bom  by  taxpayers  are 
five  times  greater  than  the  costs  to  government. 

A  tax  system  should  be  simple  It  should  not  be  inordinately  difficult  for  taxpayers 
to  understand  how  to  calculate  their  tax  obUgation  And  the  record  keeping  and  reporting 
requirements  should  not  be  unduly  burdensome 
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The  final  attribute  is  political  responsiveness    Citizens  should  understand  how 
much  in  taxes  the  government  actually  takes  fi'om  them,  and  the  government  should 
answer  to  the  people  for  the  taxes  it  levies 

The  person  from  whom  a  tax  is  collected  is  not  necessarily  the  ultimate  payer    For 
this  reason,  taxpayers  may  misperceive  the  actual  tax  burden  that  they  bear    If  so,  the 
result  is  a  biased  evaluation  of  the  desirability  of  government  spending 

For  example,  economists  generally  agree  that  workers  ultimately  pay  the  social 
security  payroll  taxes  collected  from  employers    In  general,  they  do  not  recognize  this, 
however    As  a  result,  the  perceived  cost  of  the  social  security  system  is  only  one  half  of 
the  actual  cost  and  political  support  for  the  program  is  larger  than  it  would  otherwise  be 

There  is  wide  dissatisfaction  with  the  existing  tax  system  It  significantly  distorts 
economic  decision  making  In  particular,  the  income  tax  discourages  labor  in  the  money 
wage  sector  and  it  discourages  saving.  It  is  widely  believe  to  be  unfair  (Although,  to  be 
honest,  there  is  disagreement  on  the  nature  of  the  unfairness  )  The  administrative  burden 
is  high  And  a  significant  portion  of  the  tax  burden  is  shifted  onto  people  who  are  not 
aware  that  they  are  bearing  it 

There  is  broad  agreement  among  economists  that  the  base  of  the  income  tax 
should  be  broadened  and  that  tax  rates  should  be  lowered    Lowering  tax  rates  would 
significantly  reduce  the  systems  distortions 

There  is  also  general  agreement  that  the  double  taxation  of  business  income  is  a 
major  distortion. 

There  is  less  agreement  on  whether  the  base  should  be  income  or  consumption 
Many  in  the  public  believe  that  consumption  taxes  are  inherently  regressive,  because  they 
identify  consumption  taxes  with  sales  taxes    Economists  on  the  other  hand  have  long 
recognized  that  it  would  be  straightforward  to  transform  our  existing  progressive  income 
tax  into  a  progressive  consumption  tax    (Actually,  to  be  accurate,  the  existing  tax  is 
hybrid  somewhere  between  an  income  and  a  sales  tax  )  Some  will  argue  that  consumption 
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is  a  more  fair  as  a  tax  base  than  income,  as  it  represents  what  a  individual  actually  takes 
from  the  economy    And  a  consumption  tax  has  the  advantage  that  it  does  not  distort 
intertemporal  consumption  decisions 

In  recent  months,  the  flat  tax  has  received  a  great  deal  of  public  attention    Steve 
Forbes  based  his  Presidential  campaign  upon  the  idea    And  recently  the  National 
Commission  on  Economic  Growth  and  Tax  Reform  chaired  by  Jack  Kemp  has  endorsed  a 
flat  tax. 

Despite  the  treatment  of  the  proposal  in  the  press,  it  is  not  a  nutty  idea.  Rather  it  is 
a  serious  proposal  which  would  improve  upon  the  current  tax  system  according  to  two  of 
the  four  criteria  I  have  identified,  economic  eflBciency  and  administrative  simplicity. 

The  flat  tax  is  a  broad  based  consumption  tax.  Its  distinctive  feature  is  that 
employs  a  single  tax  rate    The  advantage  of  the  single  rate  is  that  it  allows  a  great  deal  of 
administrative  simplicity    It  is  possible  to  collect  the  taxes  due  from  an  individual 
indirectly    (For  example,  rather  than  taxing  individuals  for  the  employee  benefits  they 
receive,  employers  can  be  taxed  for  the  benefits  they  provide  ) 

Robert  Hall  and  Alvin  Rabushka  have  long  championed  such  the  flat  tax.  Their 
proposal  is  a  consumption  tax  on  individuals,  but  in  its  implementation  money  is  collected 
both  from  individuals  and  from  businesses.  Both  collections  involve  simple  postcard  tax 
forms 

On  the  Hall-Rabushka  tax  forms,  individuals  would  report  the  total  of  the  wage 
and  salary  income  that  they  received  and  in  addition  any  pension  or  retirement  benefits. 
After  the  deduction  of  a  personal  allowances,  a  19  percent  rate  would  be  applied  to 
calculate  the  tax  that  would  be  due. 

The  calculation  of  the  tax  due  from  a  business  begins  with  the  value  of  gross  sales. 
From  this  the  firm  would  be  allowed  to  deduct  the  cost  of  purchased  inputs;  wages, 
salaries  and  pensions,  and  capital  expenditures.  A  tax  of  19  percent  would  be  due  on  the 
remainder. 
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How  would  small  business  evaluate  the  shift  to  a  flat  tax"*  It  is  usefijl  to  consider 
two  separate  types  of  small  business 

The  first  type  is  a  small  start-up  which  dreams  of  becoming  a  large  business    Such 
a  business  will  (eventually,  it  hopes)  be  subject  to  the  corporate  income  tax,  and  will  value 
the  flat  tax's  elimination  of  the  double  taxation  of  corporate  profits    The  immediate 
expensing  of  investment  will  be  a  plus,  as  will  the  administrative  simplicity  of  the  tax. 
These  businesses  often  use  stock  options  to  compensate  their  employees,  and  the  tax 
treatment  of  these  options  will  be  a  major  determinant  of  their  evaluation  of  the  flat  tax 

The  second  type  of  small  business  does  not  intend  to  grow  large    These  businesses 
are  organized  as  sole  proprietorships,  partnerships,  or  s  corporations    They  are  likely  to 
benefit  greatly  fi"om  the  simplification  that  the  flat  tax  would  bring    Because  of  the  way  in 
which  they  are  organized,  they  do  not  benefit  from  the  ehmination  of  double  taxation.  The 
smalles't  of  these  companies  already  get  to  expense  their  investments,  so  they  do  not  gain 
from  this  provision  either    On  the  other  hand,  a  number  of  items  which  are  currently 
business  deductions,  such  as  payroll  taxes  and  employee  fringe  benefits  would  no  longer 
be 

Thus  the  owner  of  such  a  small  business  is  likely  to  perceive  that  the  base  upon 
which  his  or  her  business  taxes  are  calculate  has  significantly  increased  under  the  flat  tax. 
Although  the  tax  rate  has  been  lowered  the  amount  remitted  to  the  government  might  very 
well  increase    In  fact.  Hall  and  Rabushka  estimate  that,  under  their  flat  tax,  business  tax 
remissions  would  have  been  27  percent  higher  in  1991  than  under  the  existing  system 

Although  these  taxes  are  collected  from  businesses,  theory  says  that  they  are 
actually  bom  by  the  employees    Whether  the  business  owner  will  perceive  this  to  be  the 
case  is  another  matter,  and  I  would  suspect  that  these  small  business  owners  will  feel  that 
their  taxes  have  been  raised  by  the  flat  tax. 
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Thank  you  for  allowing  me  to  put  my  two  cents  into  this  discussion.  A  few  facts  about  myself  in 
order  to  put  my  thoughts  in  context  for  you: 

My  company.  Prime  Locations,  Inc.  is  small  business  (we  employ  about  IS  people).    I  and  two 
partners  formed  our  S-Corp  in  1988.  We  broker,  lease  and  manage  property  mainly  in  Thurston 
Ojunty  and  Lewis  County,  Washington.  My  husband  is  employed  by  Weyeriiaeuser  Company, 
and  we  file  a  joint  tax  retura.  We  are  in  our  early  '50's.  Our  marginal  tax  bracket  is  36%,  and  I 
expect  to  pay  between  $50  -  $60,000  in  taxes  for  1995.  Our  investments  consist  of  stocks,  bonds, 
a  single  premium  deferred  annuity,  residential  and  commercial  real  estate,  timberland  and 
&Tmland.  We  have  no  children,  own  our  home,  save  between  60  and  80  percent  of  our  income, 
and  generally  try  to  be  productive  citizens.  We  are  the  very  folks  whose  income  Mr.  and  Mrs. 
Clinton  have  succeeded  in  redistributing. 

I  read  several  business  pubUcadons  every  week.  I  pay  particular  attention  to  the  "Wall  Street 
Journal,"  and  I  try  to  keep  pretty  much  up  to  date  on  tax  related  matters  that  affect  us. 

There  are  several  areas  I  have  a  particular  interest  in.  I  will  try  to  order  them  as  best  I  can... 

Capital  Gains  tax  reduction  is  a  must  Most  people  remember  the  50%  exclusion  rule  and  would 
be  satisfied  with  that.  The  sale  of  an  asset  of  any  size  then  elevates  the  taxpayer  into  a  higher  tax 
bracket,  so  I  would  propose  that  the  highest  total  taxation  of  capital  gains  not  be  over  20%.  That 
would  permit  taxation  at  ordinary  rates  of  up  to  40%  marginal  tax  brackets,  where  we  are  at  the 
present  time.  My  worry  is  that  without  a  ceiling,  rates  might  climb  back  to  where  they  are  now 
(28%). 

I  cannot  overemphasize  the  amount  of  real  estate  assets  and  timber  assets  that  are  locked  up 
because  of  punitive  rates.  A  reduction  in  the  rate  would  bring  revenue  tumbling  into  the  US 
Treasury. 

I  would  also  agree  to  set  the  holding  period  for  long  term  cq)ital  gains  at  longer  than  one  year.  Say 
three  to  five  years  would  be  acceptable  to  me. 

Capital  gains  tax  reduction  benefits  not  only  the  rich.  Every  person  who  owns  mutual  fimds  gets 
hit  with  capital  gains  taxes  every  year.  I  know  I  don't  have  to  remind  you  that  every  dollar  that 
goes  to  the  IRS  does  not  go  to  hiring,  to  production,  to  saving,  to  capital  formation,  to  anything 
that  is  more  productive  than  taxes. 

Payroll  taxes  should  be  paid  by  individuals,  not  th^ir  employers.  If  each  person  paid  his/her  own 
taxes  by  check  every  month,  that  person  would  be  painfully  aware  of  how  much  is  paid.  As  it  is 
now,  most  people  overpay  with  their  payroll  deductions,  then  think  they  are  getting  a  bonus  when 
they  get  a  refimd.  If  we  each  wrote  a  check  to  the  IRS  every  month,  we  would  insist  on 
accountabiUty! 

My  company  hires  a  part  time  employee  to  do  our  corporate  books  and  payroll.  Payroll  takes  the 
bulk  of  her  time.  Why  should  I  provide  this  free  collection  service?  I  would  much  rather  pay  my 
people  more  money. 

FICA  taxes  should  certainly  be  deductible.  We  pay  tax  on  this  tax  as  it  is  now. 
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Independent  Contractor  vs.  Employee  issue  is  a  sore  point  with  us.  In  my  business,  we  had  our 
in-office  staff  people  as  employees  and  maintenance  people  and  apartment  resident  managers  hired 
as  independent  contractors.  We  paid  health  benefits  for  our  employees,  and  were  getting  ready  to 
add  a  retirement  plan.  Then  our  accountant  said  that  our  maintenance  and  resident  managers 
should  also  be  classified  as  employees,  because  if  the  IRS  looked  in  on  us  and  made  that  decision 
for  us,  the  back  taxes  and  penalties  would  be  severe.  The  IRS  also  says  that  all  employees  get 
offered  the  same  benefits.  The  employer  can't  decide  who  is  to  get  what.    We  made  two  decisions 
that  day:  to  accept  the  independent  contractors  as  employees,  and  to  end  all  benefits  for  any  and 
all  employees    We  gave  a  raise  to  those  we  wished  to  do  a  little  extra  for,  but  the  end  result  was 
several  more  people  now  were  not  covered  by  a  health  plan.  So  were  forced  to  add  to  the  problem. 
We  didn't  like  being  told  who  we  could  reward,  even  if  it  meant  that  key  employees  and  the  three 
partners  would  also  be  penalized. 

Corporate  taxes  shouldn't  exist.  That  money  should  go  to  hiring,  producing,  all  that.  A 
corporation  doesn't  pay  those  taxes,  everyone  else  does,  in  the  form  of  higher  prices,  less 
production,  fewer  jobs,  etc.  etc.  How  many  times  does  something  need  to  be  taxed  before  the 
government  is  content? 

Single  tax  rate  is  appropriate.  Progressivity  penalizes  excellence  hard  work  and  the  resulting 
success.  Even  a  single  tax  rate  makes  rich  people  pay  more.  They  don't  mind  this,  as  long  as  its 
Mi. 

A  national  sales  tax  I  diink  is  r^ressive.  I  don't  buy  much  stuff  anymore,  so  I  don't  pay  much  in 
the  way  of  sales  tax.  A  young  couple  will  spend  much  more  of  its  income  on  goods,  and  I  think  it 
is  a  shame  to  add  yet  another  burden  on  struggling  youngsters.  The  exemptions  listed  in  the 
proposed  plans  is  too  low    Besides,  doesn't  this  country  r\m  on  production  and  purchasing  of 
"stuff?"  If  we  tax  the  production  and  the  consumption  of  "stuff'  won't  our  economy  tank?  Won't 
we  have  many  more  people  unemployed?  What  would  they  do  instead  of  making  "stuff'  for  others 
to  buy? 

A  value-added  tax  would  seem  to  me  to  be  inflationary.  I  don't  know  enough  about  it  to  comment 
any  further. 

Flat  taxes  at  first  blush  would  &vor  the  wealthy.  But  if  so  many  taxes  were  not  being  paid  by 
"the  rich"  then  who/what  would  make  up  the  difference?  I  believe  that  much  of  the  money  not 
paid  in  to  taxes  would  eventually  find  its  way  into  the  GDP,  but  what  happens  until  it  does?  I  am 
not  an  economist,  as  you  can  see. 

One  way  that  the  differaice  would  be  made  up  is  that  some  flat  tax  proposals  end  many  deductions 
and  exemptions  from  income.  Many  more  assets  might  be  subject  to  taxes.  Would  municipal 
bonds  still  be  sheltered?  What  would  happen  to  the  projects  that  are  funded  by  municipal  bonds? 
Would  real  estate  depreciation  and  mortgage  interest  deductions  still  be  used  to  ofi&et  the  income 
these  assets  produce?  If  we  further  erode  the  incentives  to  own  investment  real  estate,  would  we 
kill  projects  that  meet  our  overall  goals  (e.g.  providing  affordable  housing).  We  should  remember 
the  terrible  effects  that  the  1986  tax  law  changes  and  especially  the  retroactivity  of  nondeductibility 
had  on  real  estate.  I  believe  that  the  1986  tax  law  changes  precipitated  the  S  &  L  debacle    We 
don't  need  more  thoughtless,  ill-conceived  and  out  of  context  manipulations.    I  am  not  saying  not 
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to  change  it,  but  certainly  to  a)  grandfather  what  exists,  and  b)  pay  attention  to  the  big  picture  and 
see  each  issue  in  context. 

If  we  tax  wages  and  don't  tax  income  from  investments,  its  the  young  subsidizing  the  old  again.  A 
lot  of  us  older  folks  don't  need  to  be  subsidized.  I  think  that  we  should  give  people  with  little 
savings  incentive  to  save,  but  some  of  us  are  going  to  save  regardless,  so  let  us  keep  enough  of  the 
investment  income  to  keep  us  interested.  Maybe  the  first  $5000.  of  investment  uicome  might  be 
tax  free.  Maybe  investment  income  is  taxed  at  a  lower  rate.  That  would  be  a  nice  spiff  for  us,  and 
would  greatly  help  those  just  getting  started. 

On  the  home  mortgage  deduction,  I  am  ambivalent.  The  people  the  deduction  is  designed  to  help 
probably  take  the  standard  deduction  anyway.  I  don't  get  a  full  deduction  because  my  AGI  makes 
limitations  kick  in.  Is  it  really  sacred?  I  don't  think  so.  If  what  I  put  in  my  pocket  at  the  end  of 
the  tax  season  is  more,  then  who  cares?  On  rental  property,  we  need  to  be  much  more  cautious 
about  abolishing  the  deduction.  I'm  not  saying  it  won't  woric,  just  reiterating  my  position  as  stated 
earlier. 

I  wish  I  could  speak  more  intelligently  to  the  different  flat  tax  proposals    I  don't  have  enough 
details  on  them  to  really  think  through  the  process. 

Linda  Smith  mentioned  in  a  Statement  that  she  was  moved  by  the  apparent  willingness  of  so  many 
to  work  together  and  to  share  the  sacrifice.  Those  elderly  people's  resolve  could  be  easily  tested  by 
showing  them  the  true  picture  of  the  huge  toll  that  Social  Security  and  Medicare  exacts  on  younger 
working  people:  older  Americans  today  receiving  these  benefits  paid  very  little  into  the  system,  yet 
they  are  reaping  enormous  benefits  at  the  expense  of  their  children  and  grandchildren.  Are  they 
willing  to  scale  back  these  unearned  benefits?  If  not,  then  the  sacrifice  is  only  lip  service  and  I  for 
one  am  not  interested  ui  hearing  about  it.  In  an  unanswered  letter  to  President  Clinton  three  years 
ago,  I  said  I  would  be  willing  to  forgo  payments  of  Social  Security  to  me  over  an  above  what  I  had 
paid  into  the  system  plus  a  very  nominal  interest  rate.  I  stand  by  that  statement. 

I  stand  ready  to  help  constructively  in  the  process  of  tax  reform.  This  is  a  great  country,  and  we 
have  let  ourselves  be  mired  down  by  mediocrity  these  last  30  years.  Let's  get  back  on  track! 
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Thank  you  for  the  opportunity  to  come  before  you  today  to  express  my  concerns  and 
opinions  regarding  the  current  tax  code  and  to  comment  on  the  needs  for  changes  as  I  see 
them  from  a  small  business  owners  perspective  to  enable  the  viability,  growth  and 
expansion  of  small  businesses  in  the  21st  Century    I  am  incorporating  the  needs  of  both 
the  individual  with  the  needs  for  changes  for  small  businesses,  for  the  two  are  inextricably 
intertwined. 

The  new  tax  system  to  be  established  should  be  long  term  and  equitable,  with  a  low  flat 
tax  rate,  and  initiated  without  an  unduly  long  delay.  Undertaking  such  a  complex  task  as 
total  tax  reformation  requires  monumental  effort  and  understanding    The  Kemp 
Commission  has  a  sound  understanding  of  the  current  situation  and  the  needed  reforms. 
A  reformation  needs  to  be  implemented  focusing  on  the  people,  individuals  and  small 
business  men  and  women  alike,  who  influence  their  communities,  create  new  jobs, 
provide  services  and  products  and  who  are  the  pioneers  of  tomorrow's  technology  and 
growth,  who  are  the  lifeblood  of  this  country.  The  new  tax  system  will  not  be  perfect 
upon  its  inception,  and  will  require  adjustment  to  refine  the  system.  The  American  public 
needs  to  see  action,  without  dragging  it  out  for  years  in  theoretical  studies. 

Small  businesses  must  have  tax  relief  not  only  to  grow  and  expand,  but  very  simply,  just  to 
survive.  Current  taxes  on  small  businesses  erode  the  profits  and  the  working  capital  so 
severely  that  many  of  us  are  unable  survive  and  provide  for  our  families  on  our  meager 
profits.   It  is  not  within  many  of  our  abilities  to  hire  enough  employees,  and  oftentimes  we 
are  unable  to  pay  employees  sufficient  money  to  get  qualified  people  for  the  job    This  puts 
additional  labor  burdens  on  the  business  owner,  who  has  to  work  excessive  hours,  often  to 
the  point  of  burnout,  risking  health,  who  often  gives  up  on  the  business  because  it  just  isn't 
worth  it.   Many  people  who  have  gone  into  business  and  risked  their  capital,  given  their 
blood,  sweat  and  tears  to  provide  goods  and  services  that  they  felt  would  make  a  positive 
difference  in  their  community,  are  looking  twice  at  what  is  happening  to  them  because  of 
their  extraordinary  tax  burden,  and  finding  that  they  cannot  survive,  and  are  having  to  quit 
and  go  to  work  for  someone  else. 

The  new  tax  system  should  not  contain  loopholes  and  tax  advantages  for  the  wealthy, 
while  the  average  taxpayer,  unable  to  afford  expensive  attorneys  and  CPAs  to  figure 
loopholes  on  his  comparatively  small  earnings,  pays  the  maximum    Establish  equitable  and 
fair  taxes  for  all,  regardless  of  status  or  income.  For  those  on  the  lower  rungs  of  the 
income  ladder,  allow  a  fair  and  generous  exemption  so  that  they  will  be  able  to  rise  above 
their  current  status,  instead  of  feeling  the  fijtility  of  not  being  able  to  get  ahead. 

The  capital  gains  tax  inhibits  growth  and  expansion  as  well  as  ones  ability  to  provide 
security  for  retirement    Eliminate  it.  We  already  pay  taxes  on  the  income  we  receive,  then 
pay  taxes  on  it  again  if  we  invest  that  money  and  reap  dividends/profit  from  it,  and  if  we 
should  need  to  sell  a  business,  we  either  have  to  pay  a  gigantic  capital  gains  tax  or  we 
have  to  buy  another  business  and  are  told  what  we  can  reinvest  in  if  we  are  to  defer  paying 
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capital  gains  tax    We  are  told  how  to  spend  the  money  we  have  earned  and  find  again,  our 
money  is  siphoned  into  the  pocicet  of  government. 

The  estate  and  gift  tax  penahzes  the  business  owner  for  handing  down  tlie  business  to  their 
children,  so  they  can  in  turn  earn  a  living  continuing  a  business  which  was  founded  and 
grown  upon  the  efforts  of  their  parents.  Eliminate  this  tax  and  let  families  enjoy  the  fruits 
of  their  labors,  which  are  rightfully  theirs. 

IRS  regulations  strike  fear  in  the  heart  of  most  people  because  the  rules  and  regulations 
are  so  hard  to  understand— and  heaven  forbid  if  you  make  an  error!  What  is  regarded  as 
'threats'  of  penalties,  laborious  and  time  consuming  audits,  interest  on  amounts  owed  (if 
the  IRS  calculations  are  correct),  confiscations,  etc  etc.,  don't  make  for  user  friendly 
government  "services,"  but  amounts  to  out  and  out  intimidation  This  is  government  "of 
the  people,  by  the  people  and  for  the  people???"  Please  downscale,  change,  and  improve 
the  IRS  or  eliminate  it  and  begin  anew  with  a  new  focus  on  service  to  help  people,  not 
threaten  and  intimidate  them. 

Accountability  and  Responsibility:    Reduce  Government  spending.    Government 
spending  must  be  restricted  to  legitimate  costs  involved  in  the  necessities  of  operating  the 
Federal  Government  and  be  visible  to  the  taxpayers.  We  hear  examples  on  television 
every  week  of  frivolous,  nonsensical  and  indefensible  spending  of  our  tax  dollars.  Who  is 
minding  the  store?':'    It  also  appears  that  monies  are  being  spent  on  a  number  of  special 
interest  programs  which  are  not  pertinent  to  government,  and  should  not  have  government 
funding  or  intervention,  which  should  be  funded  by  private  individuals  or  groups,  by  their 
own  fund  raising  efforts,  instead  of  funded  by  the  American  taxpayer  who  may  not  agree 
with  the  special  interest  cause. 

(I  might  add  here  that  I  feel  that  the  salaries  of  government  employees  should  be  made 
public  and  visible  and  in  keeping  with  the  labor  performed,  not  excessive,  and  that  there 
should  be  a  taxpayer/average  citizen  committee  to  aid  in  determining  the  salaries  of 
government  employees,  which  I  am  sure  will  not  be  popular  with  anyone  in  government. 
After  all,  aren't  those  in  government  positions  the  employees  of  the  people,  and  shouldn't 
the  people— not  politicians,  have  representation  in  deciding  the  salary  of  its  employees?) 

Those  in  charge  of  spending  tax  dollars  must  show  accountability  for  monies  spent,  and 
records  must  be  opened  to  the  public  so  that  expenditures  can  be  monitored  by  taxpayers. 
It  seems  we  have  been  working  far  too  many  years  to  put  money  in  the  pocket  of 
government  for  who  knows  what  expenditures,  while  we  struggle  to  survive,  and  yet 
government  cries  "deficit"  and  calls  for  more  taxation,  which  is  often  disguised  as  a  wolf  in 
sheep's  clothing,  if  not  openly  called  by  its  dreaded  name,  "tax." 

Exemptions  should  be  allowed  on  home  mortgage  interest,  and  on  health  care,  as  these  are 
basic  fundamentals  of  living  which  all  people  have  a  right  to  (or  should)  without  being 
taxed  on  dollars  necessary  to  own  a  home  and  maintain  or  regain  health. 
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Delete  the  multi-layer  taxation  on  savings  and  investments.  How  can  one  plan  to  be 
financially  secure,  and  independent  of  financial  assistance  in  later  years  if  taxation  along 
the  way  has  devoured  the  very  money  that  would  have  provided  that  independence??? 

In  order  to  operate  a  business,  expenses  are  incurred    This  is  obviously  necessary  if  we 
are  to  remain  in  business.  We  need  to  be  allowed  to  take  hill  deductions  for  expenses 
incurred  in  the  perpetuation  of  business,  or  this  will  erode  the  profitability  that  makes  a 
small  business  viable  and  worth  operating. 

Health  Care  Insurance  has  been  out  of  reacii  due  to  its  expense  for  small  business  owners 
for  themselves,  not  to  mention  offering  health  care  benefits  to  their  employees.  There  are 
many  young  single  adults,  and  many  single  mothers  in  the  work  force  in  small  businesses 
who  need  health  coverage,  but  we  haven't  the  money  to  provide  it  for  them,  much  less 
ourselves.  We  need  some  help  in  remedying  this  situation. 

One  of  the  transitional  concerns  I  have  that  is  that  when  the  individual's  tax  rates  are 
lowered,  small  businesses  may  be  saddled  with  additional  taxation  to  compensate  for  those 
"lost  tax  revenues."  This  would  be  totally  counter-productive  to  small  business  viability, 
and  would  run  many  of  us  into  the  ground.  We  need  tax  alleviation,  not  increase,  in  order 
to  experience  any  success  in  business  and  to  simply  survive. 

In  retail  business,  we  do  our  best  to  keep  our  prices  as  low  as  possible  to  encourage 
volume  sales  (making  the  product  more  affordable  to  the  individual  customer  so  that  we 
sell  more  product,  thus  making  more  profit  because  we  increase  sales).  The  same  principle 
should  apply  to  taxes:  As  lower  taxes  are  implemented  for  the  people,  this  will  open  up 
the  job  market  as  more  employers  will  be  able  to  afford  to  hire  more  employees.  Because 
there  are  now  more  employees  in  the  market  place,  they  will  generate  more  tax  revenue, 
and  less  liability  on  government  (which  is  we,  the  people),  who  currently  subsidizes  non- 
workers  on  a  horrendous  welfare  system  which  encourages  dependence  and  erodes 
initiative,  self  respect  and  self  reliance.  This  principle  will  also  encourage  more 
entrepreneurs  and  enable  them  financially  to  take  the  risk  to  get  their  ideas  and  business 
efforts  into  the  market  place,  and  ad  infinitum.  This  seems  to  be  a  fairly  concise  and  simple 
remedy  to  generate  sufficient  taxes  as  well  as  to  lift  the  morale  and  confidence  of  the 
American  public,  employees  and  business  owners  alike,  while  alleviating  the  heavy  tax 
burden  from  the  shoulders  of  all  the  people.  May  I  also  hopefully  predict  that  as  the 
people  are  "allowed"  to  keep  more  of  their  hard  earned  money  (including  business 
owners),  that  there  will  be  more  incentive  for  people  to  work  hard  to  climb  the  proverbial 
ladder  of  success,  and  give  more  mothers  the  opportunity  to  remain  at  home  raising  and 
teaching  their  children  sound  moral  and  ethical  principles  (instead  of  letting  the  day  care 
centers  and  streets  teach  their  children),  which  in  turn  will  strengthen  the  family  unit  and 
produce  more  children  who  will  learn  to  make  sound,  responsible  decisions  and  take 
responsibility  for  their  own  future  and  feel  that  they  can  make  a  positive  contribution  to  a 
society  which  is  justly  run.  (This  takes  us  into  other  avenues  of  needed  reform  in  our 
United  States.) 
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I  have  been  on  both  sides  of  the  fence — as  a  vocationally  unprepared  homemaker  who  has 
had  to  return  to  the  worii  force  to  earn  a  living  at  minimal  wages  after  spending  17  years 
raising  a  family,  and  have  dealt  with  the  problems  of  being  a  single  mother  without  ever 
going  on  the  dole  from  the  welfare  system    I  have  learned  out  of  necessity  and  self 
preservation,  and  desire  to  be  independent,  to  improvise  and  learn  from  my  experiences, 
and  to  move  on    I  have  worked  extremely  hard  under  difficult  circumstances,  have  been 
dealt  with  unprofessionally  and  unethically  in  employment  situations,  and  have  continued 
to  work  through  physical  and  health  challenges    I  know  how  difTicult  it  is  out  there    I  am 
currently  on  the  other  side  of  the  fence  as  a  small  business  owner,  and  I  can  appreciate  and 
have  compassion  for  my  employees,  striving  to  deal  with  them  with  far  more  integrity  than 
I  was  dealt,  and  am  now  dealing  with  a  new  set  of  problelms  and  injustices  from  a 
business  owners  standpoint,  this  time  from  our  own  government.    1  feel  that  I  have  earned 
the  right  to  reap  the  profits  I  have  worked  so  hard  for 

We  need  desperately  to  be  dealt  with  fairly,  or  government  will  crush  the  American  spirit 
We  need  to  end  a  tax  system  that  erodes  the  hopes  of  Americans  to  live  the  American 
dream,  where  one  would  hope  and  expect  to  reap  the  fruits  of  our  labors  and  secure  for 
ourselves  and  our  families  financial  security  in  the  present  and  the  future,  and  provide  for 
unexpected  events  which  bring  changes  and  challenges,  where  education  is  attainable  for 
all  so  one  can  master  a  skill  to  earn  one's  living,  and  improve  upon  one's  education,  status 
and  earning  power,  where  one  can  afford  health  care,  and  the  general  expenses  of  life  and 
plan  so  one  can  have  some  leisure  time  to  spend  with  one's  family,  strengthening  family 
bonds. 

We  need  drastic  tax  reform  to  free  the  American  people,  so  that  all  have  the  opportunity 
to  rise  to  the  height  of  their  dreams  and  abilities,  and  to  contribute  their  talents  to  build  a 
greater,  healthier,  wiser  Nation    We  need  to  heal  America,  return  it  to  the  intended  land 
of  opportunity,  enterprise  and  integrity  it  was  meant  to  be,  and  prepare  it  for  the 
generations  to  come,  that  we,  and  our  Nation  may  fulfill  our  purpose  and  potential. 


In  closing,  I  wish  you  well  and  commend  you  on  your  efforts  to  rectify  a  bad  situation,  in 
hopes  that  you  will  create  a  tax  system  that  will  be  equitable  in  the  fullest  sense  and  relieve 
the  people  of  these  United  States  of  the  oppressive  and  destructive  tax  system  that 
currently  exists.  Please  listen  to  the  cries  of  the  citizens  of  this  land  who  are  in  bondage, 
and  accept  the  guidance  that  will  come  from  a  higher  source  as  you  strive  in  all  honesty  to 
do  what  is  right  for  the  American  people  who  comprise  this  great  nation,  which  was 
designed  to  be  a  special  nation,  above  all  others — a  stronghold — a  refuge  and  a  leader 
among  nations  in  setting  the  example  of  doing  what  is  right  —  a  nation  with  dignity  in 
which  Americans  can  once  again  take  great  pride. 

Thank  you  for  the  opportunity  to  be  among  the  people  whose  voices  are  being  heard  this 
day. 
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Madam  Chairman  and  Members  of  the  Committee: 

Good  morning.  I  am  Bob  Williams,  President  of  the  Evergreen  Freedom  Foundation, 
a  research  foundation  located  in  Olympia,  Washington.  I  am  a  former  certified  public 
accountant  and  served  for  ten  years  as  a  state  legislator.  The  comments  I  am  making  today 
reflect  my  own  research  and  opinions,  not  necessarily  the  views  of  the  Evergreen  Freedom 
Foundation. 

Madam  Chairman,  I  commend  you  for  conducting  this  hearing.  I  welcome  the 
opportunity  to  comment  on  the  fundamental  tax  changes  needed  to  unleash  America's  small 
businesses. 

First  things  first.  If  government:  (1)  controls  spending;  (2)  creates  a  fair,  simple,  pro- 
growth  tax  system;  and  (3)  gets  out  of  the  way  of  small  business,  they,  as  a  consequence,  will 
create  the  jobs  our  economy  needs  for  now  and  for  the  future.  But  our  current  tax  code 
penalizes  working,  saving,  investing,  risk-taking,  and  entrepreneurship.  You  have  heard  it  said, 
the  more  you  tax  something,  the  less  you  get  of  it.  So,  if  you  tax  financial  success,  you  get  less 
of  it. 

In  the  famous  Supreme  Court  case,  McCulloch  v.  Maryland,  Chief  Justice  John  Marshall 
wrote,  "The  power  to  tax  involves  the  power  to  destroy. "  At  that  time,  he  was  referring  to  a 
2  percent  tax  rate  proposal.  Think  of  it.  Today's  punitive  tax  rates  would  have  been 
unimaginable  in  Marshall's  day. 

But  the  toughest  reality  for  Congress  to  face  when  attempting  to  reform  the  tax  code  is 
the  necessity  to  control  spending.  Frankly,  you  can  reform  the  tax  code  any  way  you  want,  but 
if  spending  is  not  brought  under  control,  it  will  be  pointless  in  the  end.  Unfortunately,  many 
members  of  Congress  have  not  learned  the  true  economic  lesson  that  raising  tax  rates, 
particularly  excise  taxes,  does  not  mean  government  will  receive  more  revenue.  On  the  other 
hand,  if  you  reduce  tax  rates,  as  Michigan's  Governor  John  Engler  has  repeatedly  done,  more 
revenue  will  be  received  due  to  the  improved  economy. 

Now  for  a  specific  discussion  of  the  Kemp  Commission  recommendations.  I  mostly 
agree  with  Commission  Chairman  Kemp  that  "the  ultimate  test  for  any  new  tax  system  must  be 
its  ability  to  create  a  booming  economy,  generate  a  flood  of  new  jobs,  and  ensure  greater 
prosperity  for  each  and  every  American  citizen."  My  qualified  agreement  comes  from  the  fact 
that  I  do  not  believe  tax  policy  should,  or  can,  necessarily  create  a  booming  economy,  but  it 
certainly  must  create  a  climate  in  which  a  booming  economy  can  exist. 

I  also  find  the  core  recommendations  and  the  six  working  principles  recommended  by  the 
Commission  to  be  excellent  foundations  for  any  serious  effort  at  tax  reform.  I  would  like  to 
briefly  add  my  comments  to  their  work. 

I  fully  endorse  the  five  core  recommendations  that  any  tax  reform  legislation  must  meet: 
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•  "Adopt  a  single  low  rate." 

A  single  tax  rate  is  not  only  fair,  it  can  also  satisfy  the  principles  of  simplicity,  visibility, 
and  stability.  But  it  is  important  to  have  low  marginal  tax  rates  for  all  businesses  rather  than 
a  system  providing  subsidies  for  a  particular  group.  You  need  to  bring  marginal  income  taxes 
and  payroll  taxes  down  as  low  as  possible. 

Subsidies  for  business  development  should  be  provided  by  direct  appropriations,  not  be 
tax  adjustments.    An  appropriation  subsidy  assures  full  scrutiny  of  the  expenditure. 

•  "Include  a  generous  personal  exemption  to  remove  the  burden  on  those  least  able  to 
pay." 

Hope  and  opportunity  means  our  tax  policy  does  not  crush  the  life  and  future  out  of  those 
who  struggle  to  get  by  from  paycheck  to  paycheck. 

•  "Lower  the  tax  rates  on  America's  families." 

Yes!  Yes!  Yes!  The  hope  of  America's  future  is  in  her  families.  The  spoken  and 
unspoken  burden  of  our  onerous  tax  policy  has  pushed  many  to  the  edge  and  over.  We  should 
build  a  tax  policy  moat  around  our  families  for  their  protection  instead  of  throwing  them  in  the 
moat  and  hoping  they  can  swim. 

•  "End  biases  against  work,  saving,  and  investment. 

Eliminate  the  estate  tax  because  it  is  choking  the  very  life-blood  of  small  businesses  and 
family  farms. 

Eliminate  the  capital  gains  to  remove  a  real  barrier  to  capital  formation. 

•  "Allow  full  deductibility  of  the  payroll  tax  for  working  men  and  women. 

Madam  Chairman,  as  you  know  the  current  payroll  tax  on  small  businesses  discourages 
jobs.  And  some  of  the  flat  tax  proposals  will  unfairly  challenge  small  businesses  in  two  ways: 
(1)  The  flat  tax  no  longer  permits  payroll  taxes  to  be  deducted.  Many  employers  and  employees 
pay  more  in  payroll  taxes  than  they  do  in  income  taxes.  (2)  Also  not  deductible  are  fringe 
benefits.  Most  small  businesses  will  tell  you  that  they  give  employees  fringe  benefits  in  lieu  of 
additional  wages. 

Taxing  businesses  for  hiring  an  employee  clearly  discourages  increased  employment, 
which  is  damaging  to  the  unemployed,  businesses,  and  the  economy.  Most  small  businesses  are 
much  more  labor  intensive  than  their  larger  counterparts.  Payroll  taxes  cause  these  small 
businesses  to  be  taxed  at  a  higher  effective  rate  than  the  larger,  more  capital-intensive  firms. 
Furthermore,  payroll  taxes  must  be  paid  whether  a  business  makes  a  profit  or  not.  Most  new 
businesses  lose  money  in  their  early  days  and  payroll  taxes  amount  to  one  more  debt  that  must 
be  somehow  financed.  The  only  way  a  business  in  a  bind  can  reduce  payroll  taxes  is  to  reduce 
payroll. 
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Any  final  flat  tax  system  should  include  full  deductibility  of  all  wages,  social  security 
taxes,  and  other  payroll  and  employee  benefit  expenses  incurred  by  owners  on  behalf  of  their 
employees  and  themselves;  all  health  insurance  premiums;  all  meals  and  entertainment  expenses; 
and  all  home-office  expenses. 

•  "Require  a  two-thirds,  super-m^ority  vote  in  Congress  to  raise  tax  rates." 

Yes!  This  is  a  necessity.  It  will  help  ensure  that  the  tax  system  does  not  overreact  to 
short-term  changes  in  the  economy  or  politics.  However,  tax  rates  should  be  defined  to  include 
payroll  taxes  and  fees.  The  status  of  independent  contractors  needs  to  be  clarified.  The 
regulatory  restrictions  and  confusing  guidelines  associated  with  hiring  an  independent  contractor, 
can  cause  some  small  businesses  not  to  even  consider  the  opportunity  to  bid  on  providing  these 
services. 

My  comments  on  the  six  working  principles  follow: 

1.  "Economic  growth  through  incentives  to  work,  save,  and  invest." 

In  this  century,  we  have  seen  rapid  economic  growth  following  the  tax  cuts  in  the  1920s, 
1960s,  and  1980s.  We  know  from  history  that  a  tax  on  job  creation  stifles  jobs.  No  nation  has 
ever  taxed  its  way  to  prosperity. 

Small  businesses  can  be  devastated  by  the  estate  tax  which  confiscates  as  much  as  55 
percent  of  the  value  of  an  estate  worth  more  than  $600,000.  It  doesn't  take  a  business  of  much 
size  to  have  assets  worth  more  than  $600,000.  This  undermines  the  ability  of  many  small 
business  people  to  pass  their  businesses  on  to  their  children. 

We  need  to  eliminate  the  double  taxation  of  savings  and  investment.  Today  these  dollars 
are  taxed  twice-once  as  corporate  income  and  once  as  investment  income.  This  hinders 
economic  growth,  reduces  job  creation,  and  lowers  personal  income. 

2.  "Fairness  for  all  taxpayers." 

Americans  are  willing  to  pay  their  fair  share,  but  we  want  others  to  pull  their  own  weight 
as  well. 

One  of  the  other  considerations:  tax  changes  should  not  be  retroactive.  When 
government  makes  tax  changes  retroactive,  they  usually  want  more  money.  This  is  like  shooting 
an  unarmed  person  in  the  back. 

3.  "Simplicity  so  that  everyone  can  figure  it  out." 

The  current  tax  system  is  too  costly,  too  complex  and  very  unfair.  The  Heritage 
Foundation  has  stated  that  the  current  tax  system  imposes  between  $150  and  $200  billion  of 
compliance  costs  on  the  economy.  As  a  former  CPA,  I  can  tell  you  that  it  is  virtually 
impossible  to  get  ten  CPAs  in  a  room,  give  them  a  series  of  tax  situations,  and  have  them  agree 
on  the  tax  burden.   Compliance  has  become  nearly,  if  not  certainly,  impossible. 


346 


Small  businesses  bear  disproportionately  high  costs  of  compliance  compared  to  large 
corporations.  In  1991,  small  corporations  spent  a  minimum  of  $382  in  compliance  costs  for 
every  $100  they  paid  in  income  taxes  (The  Tax  Foundation).  Congressman  Armey  has  testified 
that  5.4  billion  hours  are  spent  on  tax  preparation-more  hours  than  spent  in  the  production  of 
all  cars,  trucks,  and  vans  in  the  U.S.  This  is  the  equivalent  to  nearly  three  million  people 
working  full  time,  year  round.  That  is  more  people  than  Washington  state's  total  work  force! 
And  to  be  certain  we  behave,  the  IRS  has  more  employees  (111,000)  than  the  total  number  of 
state  employees  in  Washington  state. 

Small  business  wants  and  needs  a  tax  code  that  is  fair,  simple  and  pro-growth.  Our 
current  system  fails  each  of  those  tests.  America's  workers  and  businesses  particularly  small 
businesses  are  harmed,  not  only  by  the  overall  level  of  federal  taxes,  but  also  by  the 
economically  destructive  way  the  federal  government  collects  taxes. 

Before  taxes  can  really  be  simplified,  the  rules  for  corporate  reorganizations,  liquidations, 
distributions,  carryovers,  deferred  compensation,  and  partnerships  must  be  changed. 

4.  "Neutrality  so  that  people  and  not  government  can  make  choices. 

As  defined  by  the  Commission  this  means  the  tax  code  should  not  pick  winners  or  play 
favorites,  but  allow  people  to  freely  make  decisions  based  on  their  own  needs  and  dreams.  We 
agree  with  this  but  feel  it  doesn't  go  far  enough.  Tax  reform  should,  at  a  minimum  be  revenue 
neutral.  In  other  words,  it  should  not  raise  more  net  tax  revenue.  The  net  taxes  raised  by  any 
new  tax  system  should  be  no  more  than  that  raised  under  the  old  tax  system.  Furthermore,  the 
new  system  should  avoid  increasing  the  overall  burden  of  taxes  now  paid  by  self-employed 
individuals.  A  key  part  of  the  tax  policy  is  to  remember  that  small  business  is  not  a  "cash  cow. " 

5.  "Visibility  so  that  people  know  the  cost  of  government." 

Neither  liberals  nor  conservatives  know  how  much  government  really  costs.  Our  current 
tax  structure  has  been  used  for  social  engineering  and  to  raise  campaign  funds.  Clearly  some 
people  think  it  is  a  good  idea  to  use  federal  government  funds  in  this  manner.  1  do  not.  But 
even  those  who  believe  taxpayer  dollars  should  be  used  to  reshape  behaviors  and  attitudes  do  not 
have  a  clue  of  the  costs  and  benefits  of  their  grand  schemes. 

As  for  me,  I  fully  agree  with  Milton  Friedman  who  said,  "...the  purpose  of  taxes  should 
be  to  raise  revenue  to  finance  government  expenses.  A  major  purpose  of  taxes  today  appears 
to  be  to  enable  members  of  Congress  (and  presidents)  to  raise  campaign  funds  by  inserting  or 
removing  loopholes  in  our  present,  obscenely  complicated  tax  code." 

A  visible  system  will  give  taxpayers  and  lawmakers  an  honest  accounting  of  government's 
expenses.  Politicians  will  have  a  far  more  difficult  time  tinkering  with  the  tax  code  if  they  must 
obtain  the  blessing  of  those  they  govern.  If,  for  example.  Congress  wants  to  encourage  the  use 
of  insulation  in  homes  and  offices,  they  should  not  hide  their  objectives  in  tax  credits.  They 
should  make  direct  payments.  This  allows  Congress  the  ability  to  determine  the  costs  versus  the 
benefits  of  their  decisions,  making  them  more  inclined  to  review  tax  expenditures  that  presently 
go  unexamined. 


347 


6.  "Stability  so  that  people  can  plan  for  their  future." 

Tax  policies  should  be  easy  to  understand,  easy  to  comply  with  administratively,  and  easy 
to  enforce.   A  common  suggestion  I  hear  is,  "Make  it  simple  and  don't  change  it  every  year. 


Whenever  I  discuss  tax  changes  with  small  businesses,  I  find  they  are  greatly  concerned 
about  the  transition  to  a  new  system.  Whatever  system  you  decide  to  implement,  please  consider 
the  transitional  e^ect  on  small  business. 

Many  small  businesses  are  concerned  about  shifting  the  tax  burden  from  individuals  who 
earn  wages  and  salaries  to  small  businesses.  It  is  politically  popular  to  talk  about  giving  the 
middle  class  taxpayer  a  break  and  making  businesses  pay  theiifair  share.  Exploiting  our  human 
weaknesses  of  class  envy  and  greed  should  be  beneath  those  who  govern  us.  All  of  us  know 
businesses  do  not  pay  any  taxes.  Somebody-usually  those  in  the  middle  who  cannot  afford  to 
hire  lawyers— gets  stuck  paying  for  this  political  two-step. 

If  you  increase  the  tax  burden  on  small,  labor  intensive  business,  it  means  you  are 
creating  a  tax  on  jobs.  You  will  either  force  them  out  of  business,  or  force  them  to  automate, 
thereby  losing  jobs.  Many  small  businesses  run  on  a  small  profit  margin  and  if  you  increase 
their  taxes,  either  by  a  higher  rate  or  fewer  deductions,  they  will  fail  no  matter  how  hard  they 
work. 

In  conclusion,  it  is  easy  to  create  the  illusion  that  tax  reform— like  deregulation  before  it- 
is  good.  But  we  must  critically  examine  any  tax  reform  plan  to  ensure  that  it  does  not  cause 
unintended,  long-range  problems.  Thus,  a  two-thirds  majority  should  be  required  to  raise  any 
tax  rates. 
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EZ-C 

Simplified  Small  Business  Profit  Calculation 

With  all  this  discussion  of  a  simplified  tax  code  for  personal  income,  I  would  like  to 
suggest  a  similar  simplified  tax  alternative,  an  "Sch  EZ-C",  be  promoted  for  reporting 
business  income,  based  to  some  extent  on  Washington  State's  B&O  tax. 

Those  of  us  business  owners  who  don't  want  to  spend  a  month  or  more  of  our  lives  each 
year  tearing  our  hair  out  dotting  every  'i'  and  crossing  every  't'  deserve  a  simplified  Schedule 
EZ-C  for  businesses.  Those  who  want  to  fill  out  the  details  and  file  the  current  Sch  C,  fine, 
let  them  sit  down  with  their  accountants  and  play  the  social  engineering  tax  game. 

How  would  a  EZ-C  work? 

Gross  Receipts  *  industry  average  profit  margin  =  profit  reported  for  that  business. 

•  The  IRS  would  develop  a  general  profit  margin  for  each  particular  industry  (initially 
using  the  historically  average  profit  margins  of  those  that  filed  the  long  way). 

•  Small  businesses  figure  their  profit  using  the  general  profit  margin  for  their  particular 
industry  times  their  gross  receipts.  They  don't  have  to  waste  any  time  keeping  track 
of  every  deduction  that  they  have.  They  just  figure  the  average  profit  and  get  back  to 
work  providing  jobs  and  quality  products  and  services. 

•  Businesses  could  optionally  file  the  'long  way'  using  the  current  tax  code  if  they  find  it 
to  their  benefit. 

The  EZ-C  would  be  simple,  clean  and  efficient  as  well  as  fair.  Businesses  could  figure 
what  their  tax  load  would  be  and  adjust  their  business  practices  to  accordingly  with  some 
assurance  that  the  tax  code  would  remain  stable  for  long  term  planning. 

Take  my  business,  dentistry,  with  an  average  net  profit  margin  of  30%.  To  figure  my 
profit  for  the  1040  using  an  EZ-C,  I'd  just  enter  my  gross  receipts  and  multiply  by  the  average 
profit  margin  for  dentistry  that  the  IRS  provided  (30%).  I'd  enter  that  on  the  1040  line  for 
profit  from  business  and  get  on  with  life.  This  means  that  when  it  came  time  to  make  a 
decision  about  what  to  buy  or  how  to  operate  my  business,  I  wouldn't  have  to  refer  to  my 
accountant  to  find  out  how  government  is  micromanaging  my  business.  I  could  do  the  right 
thing  because  it  was  right. 

As  one  can  see,  the  EZ-C  is  a  simple  fast  and  fair  business  tax  code.  Among  its  other 
valuable  features  would  be 

•  The  simplicity  of  the  EZ-C  would  promote  people  to  start  their  own  business.  It  removes  the 
nightmares  of  a  complex  tax  code  that  might  lead  to  an  IRS  audit  that  would  ruin  their  business 
and  life.  There  would  be  no  reason  to  be  audited  unless  one  misreported  their  gross  receipts. 
This  would  significantly  reduce  the  overhead  for  running  the  IRS. 

•  Eliminating  the  fear  of  the  tax  code  from  running  a  business  would  lead  to  gainful  employment 
and  prosperity  for  many  who  are  capable  of  running  a  business  except  for  fear  of  the  tax  code. 

•  The  adversarial  role  between  the  IRS  and  businesses  using  the  EZ-C  is  virtually  eliminated. 
There  would  little  need  to  nit-pick  over  accounting  details.  No  long  fights  in  courts,  no  long 
sessions  with  accountants,  etc,  etc,  etc.    Just  run  the  business. 

•  The  system  allows  for  a  smooth  transition  from  the  long  form  to  the  short  forni.     Those 
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businesses  who  need  the  complexity  of  the  current  code  for  their  business  stability  can 
continue  to  rely  upon  the  existing  rules  until  such  time  as  they  see  a  benefit  for  changing. 
•  The  EZ-C  would  cut  by  more  than  half  of  the  IRS  overhead  for  overseeing  small  businesses  as 
half  of  the  small  businesses  would  save  filing  under  the  EZ-C.  A  significant  fringe  group  would 
file  the  EZ-C  to  avoid  audit  problems,  and  another  group  would  file  the  EZ-C  to  avoid  the 
hassles  of  doing  it  the  long  way.  One  might  speculate  about  a  3/4  reduction  in  overhead  to  the 
IRS  with  a  schedule  EZ-C  with  greater  saving  in  the  future  as  more  and  more  would  find  the 
EZ-C  the  way  to  go.  The  savings  by  the  IRS  would  compensate  for  some  of  the  modest  tax 
cuts  the  EZ-C  might  create. 

As  a  final  note  on  the  EZ-C  (as  well  as  on  business  taxes  in  general),  it  might  also  be 
suggested  that  all  or  part  of  any  qualifying  export  not  be  counted  as  part  of  gross  receipts. 
This  would  promote  export  trade  as  well  as  providing  a  good  reason  for  businesses  to  stay  in 
or  locate  in  the  United  States.  This  would  equalize  the  cost  of  US  exports  in  the  global  market 
with  nations  that  don't  charge  a  VAT  tax  on  exports.  GIVE  US  A  LAUNCH  PAD  TO 
PROSPERITY  IN  A  GLOBAL  MARKET  PLACE. 

Those  who  are  familiar  with  Washington  State's  B&O  tax,  may  recognize  the  EZ-C  as  a 
take  off  of  that  tax.  While  few  people  like  paying  any  taxes,  one  thing  that  can  be  said  for  the 
B&O  tax  is  that  is  it  quick  and  easy  to  comply  with.  The  EZ-C  has  several  improvements 
over  the  B&O  tax.  It  uses  existing  industry  profit  margins  for  reporting  income,  eliminating 
the  problem  with  the  B&O  tax  where  the  tax  rates  can  be  used  to  target  a  specific  industry. 
The  EZ-C  also  allows  for  those  who  need  the  tax  breaks  of  the  long  code  to  file  that  way. 

There  are  some  minor  deductions  that  are  allowed  under  the  B&O  tax  that  might  be 
allowed  in  the  EZ-C.  The  B&O  tax  provides  some  guidelines  there.  One  might  suggest  that 
employee  benefits  be  considered  a  deduction  to  promote  health  care  coverage  and 
pensions  be  offered  to  employees.  This  would  require  these  benefits  not  to  be  considered  as 
part  of  the  calculations  for  average  profit  margins,  and  adds  some  modest  complexity  to  the 
EZ-C.  If  one  offered  100%  deductibility  of  self  employed  health  care  coverage  for  those 
who  provide  health  care  coverage  for  their  full  time  employees,  this  might  be  a  reasonable 
trade  off. 

In  siunmary,  the  EZ-C  would  appear  to  me  to  be  a  vast  improvement  for  small  business  tax 
codes.  It  provides  all  the  benefits  one  might  look  for  in  a  simplified  tax  code,  while  not  taking 
away  any  existing  benefits  for  those  who  rely  upon  the  existing  'longer  form'.  Most  of  all,  it 
promotes  people  to  make  the  attempt  to  create  their  own  niche  in  the  world  and  in  the  process 
create  good  paying  jobs  and  prosperity  for  others  who  they  may  come  to  employ. 

Always, 

Fred  Chittenden,  DDS 

2310  159th  Ave  SE 

Snohomish,  WA,  98290 

206-335-1808 

http :  //ourworld .  CompuServe .  com/homepages/homestead/ 

73444.2632@compuserve.com 
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This  written  statement  relates  to  Carolyn  Logue's  testimony 
to  your  committee. 

Regarding  Principle  #1,  Economic  growth  through  incentives 
to  work,  save  and  invest  and  Recommendation  #1,  Reduce 
Payroll  Tax  Rates,  I  refer  you  to  the  1995  White  House 
Conference  on  Small  Business  and  issue  #324  (Social  Security 
Privatization  )  which  carried  in  the  top  60  issues.  This 
issue  is  reproduced  on  an  attached  document  and  a  list  of 
seven  benefits  authored  by  myself  are  also  shown  on  this 
document.  Also,  please  keep  in  mind  that  $2.9  billion  would 
be  saved  in  annual  administrative  costs. 

Regarding  policy  recommendations  made  by  the  Tax  Commission, 
I  also  refer  you  to  the  1995  White  House  Conference  on  Small 
Business  and  issue  #229  (Taxation)  which  carried  in  the  top 
60  issues.  This  issue  is  also  reproduced  on  the  attached 
document.  I  recommend  either  a  National  Sales  Tax,  excluding 
food  and  drugs,  thereby  eliminating  the  IRS  entirely,  saving 
$7.6  billion  in  annual  collection  costs  and  between  $40  and 
$200  billion  in  compliance  costs.  Or,  I  recommend  a  low  flat 
rate  income  tax  having  a  high  personal  exemption  with  no 
double  taxation  such  as  dividends  and  estates,  with  no 
deductions  such  as  mortgage  interest  and  municipal  bond 
interest  and  capital  gains  subject  to  this  tax.  In  either 
case,  tax  loopholing  would  be  eliminated  and  money  decisions 
would  be  made  based  on  best  economic  results  rather  than  tax 
consequences.  Finally,  until  true  tax  reform  occurs,  members 
of  Congress  should  be  required  to  file  their  own  income 
taxes  without  any  professional  assistance. 
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324.       Social  Security  Privatization 

Congress  should  privatize  Social  Securit\'  by  adopting  a  graduated  phase-out  and  giving  full 
disclosure  to  the  American  People  on  the  solvency  of  the  fund  and  the  amount  of  money  they,  as 
individuals,  have  paid  into  the  fund.  Adopting  a  minimum  1 5  year  graduated  phase-out  schedule  for 
eovemment  funding  of  Social  Secunty  for  all  new  retirees:  contmue  funding  existing  and  "phase- 
out"  retirees  from  the  Employer's  62%  (allow  up  to  15%)  PICA  ponion  and  allowing  for  the 
employee  s  6.2%  PICA  portion  to  be  paid  into  their  personal  COMPULSORY-IRA/401K  (CIRA) 
style  account.  Require  all  "CIRA's"  to  buy  disability  and  survivor's  insurance  benefits  equal  to  that 
of  Social  Security,  (votes  received:  818) 

1.  The  prograun  would  be  simple  and  straightforward. 

2.  A  vast  source  of  annual  capital  for  savings  or  investment 

would  become  available.  In  1993  the  amount  would  have 
been  $290  billion. 

3 .  Workers  would  have  an  incentive  to  build  estates  for 
their  families. 

4.  Valuation  of  current  IRA  accounts  would  be  immediate. 

5.  Future  retirees  would  no  longer  worry  about  Social 
Security  running  out  of  money. 

6.  It  would  prevent  the  federal  government  from  borrowing 
surplus  Social  Security  funds  as  it  does  now. 

7.  It  would  prevent  generational  conflict. 


Taxation 


^ 


229.)   To  promote  a  fair  and  equitable  system  of  ta.\ation.  to  encourage  greater  citizen  participation  and 
^— ^    understanding,  and  to  totally  abolish  the  complicated  present  system.  Congress  should  enact 

legislation  that  replaces  the  present  system  with  a,simple  ta.\  for  individuals  and  businesses,  (votes 
received:  801) 
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Thank  you  for  ihe  opportunity  to  include  some  thoughts  on  tax  reform 
from  a  small  business  perspective.  I  will  encapsulate  three  areas  of  great 
interest  to  us. 

(1)  The  Americans  with  Disabilities  Act  is  an  unfunded  mandate.  We  are 
required  to  supply  a  minute  segment  of  our  population  with  a  $70,000 
elevator  to  access  our  running  track  which  is  built  upstairs  in  our  health 
club.  There  should  be  either  tremendous  tax  advantages  to  comply,  an 
appeal  process  for  unreasonable  access  requirements,  or  funding  following 
legislation. 

(2)  In  a  free  and  market  driven  economy,  no  one  should  be  penalized  for 
working  longer  hours  or  educating  themselves  to  earn  more.  A  national 
retail  sales  tax  would  liberate  our  country  by  taking  the  focus  off  personal 
income  and  placing  it  truly  on  consumption.  The  system  is  almost 
completely  in  place  to  implement  a  national  sales  tax.  Individuals  would 
be  able  to  participate  in  market  building  behavior  without  penalty  and  I 
believe  the  economy  would  explode. 

(3)  No  tax  system  changes  should  include  the  viruses  from  the  previous.  I 
am  talking  about  Unfair  Competition — the  incredible  infiltration  of  non- 
profit businesses  into  the  taxpaying  businesses'  market  in  the  last  20  years. 
The  IRS  tax  codes  have  allowed  various  non-profit  types  to  provide 
services  not  being  met  by  government  nor  profitable  enough  for  the 
private  market  but  have  not  attached  a  penalty  (like  loss  of  status)  for 
those  who  enter  into  competition  with  tax  paying  business.  In  my 
community  alone  the  Humane  Society  has  taken  over  the  spay  and  neuter 
business,  the  hospital  competes  directly  with  a  number  of  existing  medical 
services  (as  weU  as  non-medical),  the  Volunteers  of  America  is  a  charily 
selling  new  furniture,  the  State  started  a  sign  and  T-shirt  shop  in  the  name 
of  rehabilitation,  the  local  community  college  has  a  chef  program  that 
provides  serious  restaurant  banquet  facilities  to  community,  the  local  food 
co-op  recently  opened  a  restaurant,  and  anyone  is  allowed  to  join  the 
Public  Employees  Credit  Union.  In  my  industry  (fitness)  we  must  compete 
with  government  and  charity  fitness.  This  year  the  YMCA  reported  $1 .93 
biUion  in  revenues  for  1994,  of  which  78%  is  earned  income  and  became 
the  largest  "chariiy"in  America.  Of  the  earned  income  portion,  85%  is 
from  adult  fitness.  By  contrast,  the  second  largest  charity,  (formerly  first 
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place)  is  Catholic  Charities  with  a  1%  earned  income.  This  is  an 
extremely  difficult  situation  for  those  of  us  in  the  private  sector.  We  do 
not  have  the  operating  advantages  or  the  resources  to  compete,  often 
failing,  or  being  reduced  to  much  less  than  we  could  be. 

If  we  are  going  to  clean  up  the  tax  system,  this  is  one  oppressive  element 
that  deserves  no  less  attention  than  the  most  repugnant  element  of  the 
present  system.  Thank  you. 

Sincerely, 


George  Eusterman 
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Wnat  follows  are  my  ideas  concerning  taxation  in  the  United  States,  in  general  and 
specifically  as  it  relates  to  small  business.    I  set  forth  these  ideas  along  with  a  challenge.    It  appears 
to  me  tna:  these  are  either  good  ideas  and  should  be  pursued,  or  they  are  bad  ideas  and  should  be 
easily  cnalienged.    Sc  far  the  only  substantive  criticism  I  have  received  is  that,  politically  it  could 
neve-  De  passed.    I  thin*-,  that  it  is  a  shame,  indicative  of  the  problems  that  have  lee  tc  tne  status 
Q'jo  (tr.a:  IS  Latin  for  tne  mess  we're  in!;  that  functional  ioeas  are  politically  impossible  tc 
irr.piement.    fv'v  cr.alienpe  is  tc  eitner  move  on  this  program,  or  one  very  similar  to  It  o'  to  laentify 
tne  fiav.'s  in  it  publicly. 

!  see  two  casic  problems  in  tne  tax  svstem  as  it  now  exists  in  tne  United  States.    First,  it  is 
impcssioly  complex,  and  second,  since  in  this  country  money  represents  power,  it  provlaes  too 
much  power,  too  easil\-,  to  z  segment  of  the  population  that  is  unoer  too  little  contro'  (unfortunateiv 
tnis  segment  is  our  elected  representatives  in  Congress).. 

1 .    There  is  only  one  valid  form  of  taxation  and  that  is  a  tax  on  the  net  (excess)  income  of 
the  productive  citizens.    Any  other  form  of  taxation  is  a  deliberate  attempt  by  Congress  to  deceive 
the  taxpayers.    Rep.  Smith,  as  a  previous  small  business  owner,  knows  that  any  tax  on  business  is 
(and  must  be!  passed  on  tc  the  consumers.    Property  taxes,  sales  taxes,  B&O  taxes,  excise  taxes, 
'value  added"  taxes  and  other  taxes  whose  names  have  been  invented  to  protect  the  legislators  are 
all  paid  from  one  income  source. ..you  guessed  it,  the  net  income  of  productive  citizens!    Social 
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Security,  ever  since  Jimmy  Carter,  has  become  another  general  fund  revenue  source;  one  with  no 
deductions  allowed.    This  means  that  our  Representatives  can  seem  to  be  "good  to  us" 
(translation:  can  buy  our  votes)  by  reducing  our  Federal  Income  Tax  while  retaining  a  base  of  at 
least  17%.     Additionally,  it  costs  "a  ton"  of  money  to  collect  and  administer  these  taxes  and  this  is 
a  pure  waste. 

No  one,  with  the  possible  exception  of  attorneys   needs  33,000  pages  of  tax  law,  and  not 
even  attorneys  need  1 1 1 ,000  IRS  employees.    It  seems  that  their  sole  purpose  is  to  ensure  that  the 
Federal  Government  is  funded  at  a  level  felt  to  be  adeouate  for  the  needs  of  Congress.    A  simple 
flat  rate  tax   can  be  written  in  one  paragraph  and  collected  by  a  minimum  staff.    The  exemption 
should  be  set  at  a  level  that  does  not  make  it  financially  disadvantageous  to  get  married. 

A  flat  rate  tax  on  wages,  salaries,  and  interest  income  of  individual  and  on  the  retained 
earnings  of  corporations  (who  are  treated  as  individuals  under  the  law)  with  a  uniform  exemption 
equal  to  the  poverty  level  for  a  family  of  four,  and  with  no  deductions  would  be  easy  to  understand, 
easy  to  administer,  and  above  all,  easy  for  the  taxpayers  to  monitor  (  and  more  difficult  for 
Government  to  abuse). 

The  Impossibly  complex  tax  structure  has  led  to  an  impossibly  complex  and  out  of  control    • 
bureaucracy  (the  IRS)  which  leads  to  unnecessary  abuses  of  power  .    As  I'm  sure  you  are  aware, 
the  negative  articles  and  horror  stories  about  the  IRS  could  fill  a  bookshelf  of  volumes.   The  shame 
of  it,  other  than  the  fact  that  we  allow  it  to  go  on,  is  that  it  Is  unnecessary  if  we  simplify  our  tax 
code. 

All  other  taxes  on  individuals  and  business  must  be  repealed  ,  including  Social  Security. 
Social  Ssc'Jri^,',  as  mentioned  above,  is  a  general  fund  obligation.   There  is  no  Social  Security  fund 
so  our  government  must  stop  lying  to  us  about  it's  existence.    All  that  remains  is  an  ever  increasing 
debt  to  pass  on  to  our  children.    I  once  had  a  friend  of  mine  who  is  an  insurance  agent  use  his 
computer  to  calculate  the  return  from  a  "paid  up  at  65  life  annuity"  which  used  my  Social  Security 
tax  payments  as  a  purchase  vehicle.   The  results  were  an  income  at  retirement  many,  many  times 
greater  than  with  Social  Security.   Try  it,  you  ceaainly  have  access  to  the  computer  insurance 
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prooram.    Any  income  lower  than  that  which  is  provided  bv  this  annuity  is  another  direct  tax  on 
the  American  people  .    I  refuse  to  believe  that  my  representatives  in  Congress  are  not  astute 
enough  to  realize  this.     We  taxpayers  are  becoming  aware  . 

We  must  honor  our  obligations,  so   Social  Security  must  be  phased  out  in  a  manner  that 
provides  for  those  who  have  contributed  to  the  system.    It  should  then  be  replaced  with  a  Federally 
monitored  commercial  program,  involving  a  selection  of  providers  and  which  provides  a  true  market 
returns  for  it's  investors,  the  American  public. 

My  suggestions  for  a  program  to  provide  solutions  to  the  problems  outlined  above  are  as 
follows: 

1 .  Draft  and  pass  an  amendment  to  the  Constitution  of  the  United  States  which  states  that 
in  the  United  States,  except  during  times  of  war  declared  by  Congress,  there  shall  be  only  one  form 
of  taxation  (including  fees,  levies  or  any  other  governmental  call  on  the  money  of  the  citizens  of  the 
United  States  or  their  business  entities).   That  shall  be  a  flat  tax  on  the  earnings  (wages,  salaries, 
interest,  and  dividends)  of  the  citizens  and  the  corporate  entities  of  the  United  States. 

2.  The  only  exemption  from  that  tax  shall  be  a  deduction  equal  to  a  standard  determination 
of  the  national  average  poverty  level  for  a  family  of  four,  if  filing  a  joint  return  or  a  head  of 
household,  or  a  function  of  that  if  a  single  person  if  filing  singly. 

3.  Collection  of  this  tax  shall  be  the  sole  responsibility  of  the  individual  States.   Funds  for 
the  support  of  the  Federal  Government  shall  be  limited  to  the  minimum  amount  required  to  carry  out 
those  duties  required  bv  the  Constitution  of  the  United  States  and  shall  be  transferred  to  the  Federal 
Treasury  in  the  amount  agreed  upon  during  a  biannual  budget  caucus.  This  caucus  shall  include 
representatives  of  the  states  and  representatives  of  the  federal  government.  This  will  a-Jtomaticallv 
shift  power  from  the  Federal  Government  back  to  the  states,  as  was  intended  bv  the  Constitution. 

4.   If  agreement  on  the  amount  of  the  Federal  Levy  is  not  reached  during  caucus  then 
arbitration  before  a  board  composed  of  members  or  representatives  of  the  Supreme  Courts  of  the 
States  and  of  the  Federal  Government  shall  be  mandatory  and  binding.   Arbitration  shall  be  based 
on  funding  those  programs  required  by  the  Constitution. 
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These  changes,  of  and  by  themselves,  would  be  revenue  neutral.  They  would,  however, 
allow  for  significant  savings  by  a  major  reduction  in  the  bureaucracy.    It  would  remain  more  difficult 
for  the  budget  to  get  out  of  control  since  the  public  would  know  exactly  how  much  tax  was  being 
applied  to  them.   I  would,  for  instance,  ask  my  State  representative  to  examine  staffing  levels  and 
percs  of  my  Federal  representatives  in  Congress  and  grant  funding  only  for  those  which  are 
demonstrated  to  be  in  my  best  interest.    It  would  be  extremely  interesting  to  watch  the  'tap 
dancing*  in  defense  of  indefensible  programs!   I  will  also  be  interested  in  hearing  the  arguments 
against  this  program. ..lets  hear  it  for  "Congress  knows  what  the  people  need  better  than  the  people 
do",  or  perhaps  "the  public  is  not  capable  of  taking  care  of  itself".    Maybe  we'll  hear  that  "wisdom 
comes  with  election  to  office". ..how's  that  one?! 

In  conclusion,  I  don't  think  any  rational  person  would  deny  the  fact  that  the  current  system 
of  taxation  in  the  United  States  is  broken  beyond  repair.   As  a  small  business  owner  I  can  tell  you 
that  it  is  almost  impossible  to  start  a  successful  small  business,  and  that  our  tax  laws  are  a 
significant  contributor  to  the  failure  of  many  startup  businesses.   It  has  become  obvious  that  all 
levels  of  government  are  becoming  frantic  in  their  efforts  to  develop  new  "revenue  sources"  (read: 
cash  cows).   We  are  seeing  new  types  of  taxes  every  day,  and  "reinterpretation"  of  existing  tax 
laws  to  increase  their  yield.   In  order  to  remain  politically  viable  these  new  taxes  are  invariably 
directed  toward  "the  rich"  (very  flexible  definition)  or  "big  business"  (more  flexibility,  depending  on 
which  group  is  being  addressed).   Small  business  is  the  "goose  that  laid  the  golden  egg".   We  are 
the  largest  employer  in  the  nation,  and  by  far  the  most  efficient  and  productive.   Government  work, 
with  the  exception  of  the  military,  is  non-productive.    It  is  involved,  for  the  most  part,  in  the 
involuntary  redistribution  of  wealth  from  producers  to  non-producers.    It  is  also  the  most  ineffective 
and  inefficient  form  of  redistribution,  retaining  approx.  85  cents  of  each  tax  dollar  while  distributing 
approx.  1 5  cents  to  those  in  need.   We  can  do  bener  in  the  private  sector. 
Very  Truly  Yours, 


MICHAEL  A.  METCALF 
Owner  and  Chief  Appraiser 
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FUNDAMENTAL  TAX  CHANGES  NEEDED  TO  UNLEASH 
AMERICA'S  SMALL  BUSINESS 


The  most  fundamental  change  in  tax  structure  that  would  benefit  small  business  is 
abolition  of  tax  on  small  business. 

No  tax  is  possibly  a  frightening  prospect  to  the  many  recipients  of  tax  largess. 
Recipients  of  tax  largess  could  be  expected  to  launch  an  array  of  arguments  that  would 
include  the  necessities  for  taxation  and  fairness  in  application  of  tax  policy.  Fairness 
pleading  often  translates  to  special  treatment. 

Recipients  of  tax  largess  will  here-in-after  be  referred  to  as  recipients. 

Arguments  such  as  necessity  of  taxation  and  fairness  merely  result  in  endless 
repetition  of  arguments  of  form,  not  structure.  Taxing  "me"  for  someone  else's  benefit 
will  always  be  regarded  as  unfair  by  the  taxpayer. 

At  the  legislative  level,  the  arguments  of  form  have  resulted  in  tinkering  with  tax 
rates  and  other  cosmetic  changes  that  never  fulfilled  the  political  promises  that  preceded 
the  changes.  In  many  cases  the  results  were  favoritism  for  special  interests,  and  promised 
tax  reforms  turned  out  to  be  tax  increases. 

I  expect  that  the  world  is  not  ready  for  the  idea  of  no  taxes  on  anyone.  I  would 
expect  legislators  and  all  other  recipients  to  regard  the  idea  of  no  taxes  as  dangerously 
radical.  So,  I  will  limit  my  discussion  to  tax  reduction.  Tax  reduction  is  not  as  good  for 
small  business  as  tax  abolition,  but  it  is  better  tiian  nothing. 

The  most  obvious  way  to  reduce  taxes  is  to  reduce  the  cost  of  government.  Tax 
reduction  would  help  others  as  well  as  small  business.  Small  business  would  be  helped 
in  two  ways.  One  would  be  the  direct  benefit  of  less  tax  to  the  business.  Two  would  be 
the  benefit  to  the  small  business  of  increased  purchasing  power  of  other  taxpayers. 

Reducing  the  cost  of  government  can  be  accomplished  by  reducing  government 
size  and/or  increasing  efficiency.  Reducing  the  cost  of  government  by  reduction  of 
personnel  and  reduction  of  purchases  results  in  unemployment  of  government's  and 
supplier's  personnel.  Increase  in  unemployment  results  in  decrease  in  tax  revenue  and 
increase  in  demand  for  government  service  such  as  unemployment  compensation  and 
medicaid.  For  example,  it  has  been  reported  that  California  has  suffered  great  fiscal 
stress  because  of  federal  cuts  in  defense  spending  in  that  State.  In  the  present 


364 


environment,  legislators  may  be  quickly  fired  by  voter  recipients  when  they  visit  such 
economic  stress  as  occurs  when  government  spending  is  reduced. 

Reducing  cost  of  government  by  reducing  size  of  government  is 
counterproductive  to  one  of  politicians'  most  over-used  promises  -  creation  of  more 
jobs.  Since  the  New  Deal,  politicians  have  created  jobs  by  making  government  a  major 
growth  industry.  While  government  grew  larger  and  more  inefficient,  private  industry 
adopted  technology  and  grew  more  efficient  Government  has  become  more  than  the  400 
lb.  gorilla  of  the  economy.  However  popular  the  political  rhetoric  of  reducing 
government  is,  actual  reduction  defeats  the  political  promise  of  job  creation. 

Politicians  have  also  put  into  effect  NAFTA  and  GATT  that  have  permitted 
emigration  of  industry.  They  promised  more  jobs  by  virtue  of  increased  foreign  trade. 
The  promise  has  failed  as  have  so  many  other  political  promises. 

Trade  advocates  never  admit  the  simple  reality  that  all  nations  cannot  be  net 
exporters.  Trade  advocates  never  admit  that  foreign  goods  not  paid  for  by  domestic 
goods  result  in  debt.  Trade  advocates  never  admit  that  trade  for  its  own  sake  is 
meaningless.  Trade  advocates  never  admit  that  trading  for  something  that  can  be 
manufactured  in  one's  own  country  is  a  senseless  exercise. 

Politicians  have  distorted  the  general  economy  by  deficit  spending.  Deficit 
spending  by  government  is  sometimes  called  Keynesianism.  It  works  well  to  stimulate 
the  general  economy,  but  it  comes  with  the  downside  of  increasing  debt.  Increasing  debt 
increases  interest  cost.  Increased  cost  creates  more  demand  for  either  tax  revenue  or 
deficit  spending.  Deficit  spending  has  resulted  in  the  accumulation  of  about  $5  trillion  of 
U.  S.  Government  debt  as  measured  by  sale  of  Government  Securities.  Interest  payment 
on  the  debt  increases  the  cost  of  government  and  increases  the  need  for  taxes. 
Keynesianism  is  a  short-term  policy  that  results  in  a  long-term  problem  of  more 
inefficient  government  that  delivers  less  at  higher  cost  while  employing  more  and  more 
people  financed  by  more  and  more  debt. 

If  the  Congress  is  serious  about  reducing  Government  cost,  it  must  examine  its 
debt  policies. 

Why  is  it  that  long-term,  destructive  Keynesianism  has  been  the  operative  option 
of  Government?  Certainly,  Congress  has  the  Constitutional  power  to  borrow  money 
(Art.  I,  Sec.  8,  par.  2).  Congress  also  has  the  Constitutional  power  to  coin  money  (Art.  I, 
Sec.  8,  par.  5).  Money  is  in  fact  coined  (Title31,  USCA).  Why  then  does  the 
Government  opt  for  borrowing  instead  of  coining  enough  money  to  meet  its  needs  over 
tax  revenues?  If  it  did  so,  it  could  gain  the  immediate  benefit  of  economic  stimulation 
without  long-term  debt  accumulation.  Had  it  done  so  in  conjunction  with  rational  tax 
policy,  the  United  States  could  be  enjoying  a  higher  standard  of  living,  better  distribution 
of  wealth,  and  zero  debt.  The  question  why  deserves  reiteration.  Why?  The  above 
questions  must  be  faced  and  answered  by  Congress  itself. 
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My  education  is  international  business,  economics,  and  finance.  Consistent  with 
my  education  and  real  life  experience,  the  fundamental  needs  of  small  business  and  the 
entire  middle  and  lower  economic  classes  have  little  to  do  with  superficial  changes  in  tax 
codes.  Effective  change  can  only  be  accomplished  by  structural  changes  in  our  debt 
money  system.  Structural  changes  in  tiie  debt  money  system  will  render  tax  code 
manipulation  under  the  present  structure  irrelevant.  An  entirely  revised  tax  code  would 
be  needed  to  fit  a  new  monetary  structure.  Failure  to  restructure  monetary  policy  can 
only  result  in  a  continuation  of  accumulating  debt,  diminution  of  an  effective  middle 
class,  continued  failure  of  most  small  business  start-ups,  and  growth  of  lower  classes. 
We  have  already  experienced  83  years  of  debt  money  administered  by  Uie  Federal 
Reserve,  tax  code  manipulation  by  Congress,  and  tax  code  administration  by  the  Internal 
Revenue  Service.  Can  anyone  in  their  right  mind  expect  to  do  the  same  old  thing  and  get 
a  new  result?  I  tiiink  not. 

The  effects  of  the  debt  money  system  extend  to  every  sector  of  society.  The 
federal  government  is  $5  trillion  in  debt,  and  otiier  sectors  owe  about  $13.5  trillion  as 
measured  by  Total  Credit  Market  Debt.  These  numbers  were  extrapolated  from  the 
January,  1 996  Federal  Reserve  Bulletin. 

The  amount  of  interest  on  the  Credit  Market  Debt  may  surpass  the  amount  of  the 
federal  budget.  This  interest  on  money  is  a  cost  to  tiie  small  business  owner  for  his  own 
borrowing  and  is  an  additional  cost  to  his  suppliers  that  is  passed  on  to  him.  Small 
business  customers  pay  all  the  accumulated  costs  of  both  tax  and  interest.  The 
businessman  must  pass  on  his  costs  or  go  broke.  The  customer  pays  the  higher  price,  but 
tiie  customer's  spendable  money  is  also  depleted  by  paying  interest.  For  example,  a  30 
yr.,  360  monthly  payment  home  mortgage  will  cost  die  borrower  3.1  times  his  original 
loan  principle  when  die  interest  rate  is  10%.  The  home  owner  pays  for  three  houses  to 
have  the  privilege  of  occupying  one  house.  Witiiout  debt,  the  home  owner  would  have 
two  thirds  of  his  total  mortgage  cost  to  spend  on  other  things.  Small  business  would  get 
its  share. 

Arguments  may  be  advanced  that  borrowing  is  a  choice  and  no  one  has  to  borrow. 
A  correlative  argument  is  that  tiiey  should  save  until  they  have  enough  money  to  buy. 
The  arguments  are  false. 

The  following,  in  part,  is  testimony  by  Robert  Hemphill,  credit  manager  of  the 
Federal  Reserve  Bank  of  Atianta,  before  the  Committee  on  Banking  and  Currency,  House 
o  Representatives,  Mar.  22,  1935  relative  to  the  Banking  Act  of  1935,  74th  Congress. 

On  page  487  of  the  Congressional  Record  he  said:  "There  is  nothing  at  all  about 
money  or  finance,  or  about  banking,  that  a  12-year-old  boy  cannot  clearly  grasp  and 
understand," 

"Banking  is  simply  a  private  system  of  creating  die  money  that  commerce  and 
industry  has  got  to  have,  because  Congress  has  failed  to  issue  it.  That  is  all  there  is  to  it." 
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On  page  496  he  continued:  "Every  dollar  you  have  in  your  pocket,  every  dollar  of 
credit  you  have  in  your  bank  account,  was  borrowed  by  somebody  from  some  bank." 

Mr.  Hemphill  is  further  quoted  from  Senate  Document  #23,  Jan.  23,  1939  page 
102:  "If  all  bank  loans  were  paid,  no  one  would  have  a  bank  deposit,  and  there  would  not 
be  a  dollar  of  currency  in  circulation.  This  is  a  staggering  thought.  We  are  completely 
dependent  on  the  commercial  banks.  Someone  has  to  borrow  every  dollar  we  have  in 
circulation,  cash  or  credit." 

Mr.  Hemphill's  testimony  should  suffice  to  call  attention  to  the  meaning  of  a  debt 
money  system.  It  should  suffice  to  show  that  borrowing  could  be  an  individual  choice 
under  ideal  circumstances,  but  collectively  there  is  no  choice.  Someone  must  borrow  if 
we  are  to  have  money  in  circulation. 

Is  Mr.  Hemphill's  testimony  accurate?  My  research  shows  that  it  is.  This 
research  includes  Title  12,  USCA;  Title  31,  USCA;  Public  Laws;  Congressional 
testimony;  statistics;  and  literature  published  by  Federal  Reserve  Banks.  The  accuracy  of 
Mr.  Hemphill's  testimony  is  beyond  controversy. 

Banks  create  all  our  circulating  currency  and  bank  deposits  with  the  exception  of 
coins.  The  Federal  Reserve  creates  original  bank  reserves  by  purchasing  U.  S.  Treasury 
Securities.  In  sound  bite  lingo,  the  Fed  monetizes  government  debt.  The  Fed  creates 
money/credit  out  of  the  legal  power  and  privilege  of  doing  so.  It  lends  the  money/credit 
to  the  government.  Commercial  banks  expand  the  money  supply  by  creating  more  loans, 
including  loans  to  government,  business,  and  individuals.  Commercial  banks  monetize 
both  government  and  private  debt.  This  process  is  called  fractional  reserve  banking.  It  is 
clearly  described  in  Modern  Money  Mechanics,  a  publication  of  the  Federal  Reserve 
Bank  of  Chicago. 

When  a  loan  is  paid  back,  money  is  canceled  out  of  existence  in  the  reverse  of  the 
process  that  created  it.  Present  Total  Credit  Market  Debt  is  about  $18.5  trillion.  Total 
monetary  aggregates  in  circulation  are  about  $5.5  trillion.  The  debt  cannot  be  paid  off. 
People  who  suggest  that  it  can  apparently  believe  it  is  possible  to  borrow  one's  self  out  of 
debt. 

The  debt  method  of  money  issue  results  in  exponentially  escalating,  unpayable 
debt.  The  exponential  growth  in  debt  is  unequivocally  documented  in  Bureau  of 
Economic  Analysis  and  Federal  Reserve  statistics. 

The  negative  consequences  of  this  debt  money  system  for  small  business  should 
be  obvious.  In  fact,  the  negative  consequences  for  everyone  should  be  obvious,  but  I  will 
expand  a  little. 

The  Government  has  confiscated  the  credit  of  the  people,  used  it  to  borrow 
money,  and  pledged  to  pay  interest  out  of  the  production  of  the  people.  The  Government 
confiscates  the  production  of  the  people  through  taxes.  The  Government  has  done  this 
for  the  benefit  of  a  private  banking  cartel  to  whom  the  Government  granted  its 
Constitutional  power  to  create  money. 
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Is  there  any  possible  way  to  juggle  the  tax  code  to  benefit  small  business  as  long 
as  this  abusive  debt  money  system  remains  in  place?  Perhaps  so,  but  only  marginal 
benefits  can  be  obtained  at  the  expense  of  other  sectors. 

If  the  Government  really  wants  to  benefit  small  business  and  others,  then  it  should 
create  America's  money/credit  under  the  Constitutional  authority  of  Art.  I,  Sec.  8,  par.  5, 
and  thereby  restore  the  credit  of  the  people  and  begin  to  make  amends  for  over  200  years 
of  imprudent  and  destructive  monetary  policy.  This  would  instantly  reduce  cost  of 
government  by  interest  expense.  It  would  also  stimulate  the  economy  and  increase  tax 
revenue.  An  improved  economy  would  result  in  less  demand  on  government  services, 
also.  Increased  revenue  and  less  demand  for  services  would  enable  real  tax  rate 
reduction  even  under  the  present,  abusively  complicated  tax  code. 

The  relationship  of  crime  to  poverty  does  not  need  discussion.  An  improved 
economy  would  reduce  crime  which  would  not  only  reduce  the  demand  for  law 
enforcement  service  but  also  benefit  small  business  and  others  with  lower  security  and 
insurance  costs. 

A  popular  shibboleth  of  current  political  rhetoric  is  to  "end  welfare  as  we  know 
it."  The  shibboleth  is  a  meaningless  sound  bite;  but  if  welfare  reform  is  really 
contemplated,  then  welfare  needs  to  be  defined. 

If  we  examine  who  benefits  from  the  $18.5  trillion  Credit  Market  Debt,  we  find 
that  the  debt  is  mosdy  owned  by  a  small  minority  of  the  population.  Can  this  conveyance 
of  interest  on  debt  created  out  of  nothing  be  considered  welfare?  What  did  the  people 
who  own  most  of  the  debt  do  to  earn  it?  They  did  nothing  except  create  the  debt  out  of 
the  Congressionally  granted  legal  power  and  privilege  of  doing  so.  This  conveyance  of 
interest  approximates  the  entire  federal  budget  and  is  many  times  greater  than  what  is 
paid  to  poor  people  who  receive  what  is  generally  called  welfare.  Does  Congress  have 
the  courage  to  attack  "welfare  for  the  rich"  and  really  end  "welfare"  as  we  know  it? 

My  conclusion  is  that  there  are  no  possible  changes  in  the  tax  code  that  can 
"unleash  small  business"  whatever  the  phrase  was  intended  to  mean.  It  is  precluded  by  at 
least  two  factors  -  the  debt  money  system  and  government  dominance  of  the  economy. 
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NATIONAL  ASSOCIATION  OF  REALTORS 

Before  the 

NATIONAL  COMMISSION  ON  ECONOMIC  GROWTH  AND  TAX  REFORM 

September  6, 1995 

Good  Morning.  My  name  is  Dr.  John  Tuccillo,  Vice  President  and  Qiief  Economist  of 
the  National  Association  of  Realtors  (NAR).    NAR  is  made  up  of  750,000  individuals  who 
engage  in  every  facet  of  the  real  estate  business,  including  brokerage,  leasing,  development, 
property  management,  counseling,  appraisal  and  finance.  The  business  operations  of  our 
members  range  from  ownership  of  sole  proprietorships  to  employment  in  or  ownership  of  both 
horizontally  and  vertically  integrated  corporations  that  offer  a  full  menu  of  real  estate  services. 

We  appreciate  the  opportimity  to  present  comments  on  tax  restructuring.  Our  members 
have  greeted  the  issue  of  tax  reform  with  remarkable  enthusiasm  and  substantial  debate.  Like 
most  Americans,  our  members  are  uneasy  with  the  tax  system,  and  have  some  desire  to 
understand  it  better  or  to  at  least  make  better  sense  out  of  it.  Like  most  Americans,  our  members 
wish  that  life  in  the  90's  and  the  tax  system  were  both  less  complicated,  more  apparently  fair  and 
could  cost  less  in  terms  of  both  time  and  money.  Our  members  stronglv  support  the  goals  of  this 
Commission  in  seeking  for  tax  provisions  that  will  foster  investment,  job  creation  and 
entrepreneurial  activitv.    We  find,  however,  that  reducing  those  objectives  to  a  coherent  reality  is 
a  more  elusive  goal. 

Debate  about  tax  restructuring  to  date  has  revealed  that  a  central  dilemma  of  tax  reform  is 
the  treatment  of  owner-occupied  housing,  especially  when  that  housing  is  financed  with  a 
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mortgage.  Why  is  that  so?  Consider  die  size  of  the  investment  that  American  families  have  in 

their  homes. 

Value  of  Housing  —  A  Key  to  Capital  Formation  and  Savings 

The  single-family  housing  stock  in  the  United  States  is  worth  about  $8  trillion.  More 
than  half  of  that  amount  —  $5  trillion  —  is  homeowner  equity.  The  value  of  the  single-family 
housing  stock  exceeds  the  value  of  all  the  stocks  listed  on  the  New  York  Stock  Exchange  by 
nearly  $3  trillion.  Stated  another  way,  the  value  of  the  homeowner  equity  and  the  value  of  all 
shares  on  the  New  York  Stock  Exchange  arc  about  the  same.  The  value  of  the  housing  stock  is 
greater  than  the  value  of  all  public  and  private  pension  funds;  more  than  the  nation's  annual  gross 
domestic  product;  and  twice  the  amount  in  all  personal  checking  and  savings  account  deposits  in 
the  nation. 

About  65%  percent  of  American  families  own  homes,  and  the  vast  majority  of  the  rest 
hope  to  do  so  one  day.    The  government  encourages  home  ownership  because  it  realizes,  in  the 
words  of  President  Ronald  Reagan,  that  "home  ownership  creates  incentives  for  people  to  save 
and  invest  —  a  unique  stabilizing  force  in  our  democratic  system."  Indeed,  when  Chairman 
Kemp  was  Secretary  of  Housing  and  Urban  Development,  he  (correctly,  in  our  view) 
aggressively  pursued  an  agenda  of  home  ownership  as  offering  the  most  powerful  incentive  to 
building  strong  and  entrepreneurial  conununities. 

In  fact  home  ownership  is  the  bedrock  of  capital  formation  in  this  country.  For  most 
families,  a  home  is  their  only  significant  investment,  and  as  such  is  the  source  of  their  current 
and  future  financial  security.  For  all  that  it  might  sound  trite,  a  substantial  part  of  the  American 
Dream  is  to  own  a  home.  Indeed,  much  of  the  history  of  this  country  is  the  story  of  individuals 
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migrating  to  find  new  land  and  a  new  home.  To  flip  the  rhetoric  of  the  American  Dream  on  its 
head,  we  note  with  regret  that  the  least  secure,  most  disenfranchised  individuals  in  our  society 
are  those  we  call  homeless. 

All  of  these  capital  formation  statistics  underscore  the  reality  that  an  enormous  portion  of 
America's  wealth  is  tied  up  in  the  homes  of  its  people,  and  the  hard  fact  is  that  the  tax  code's 
incentives  for  home  ownership  have  helped  make  this  wealth  accumulation  possible.  Polling 
data  show  repeatedly  that  tax  incentives  do  not  drive  an  individual's  decision  to  buy  a  home. 
Home  ownership  decisions  are  generally  driven  by  social,  community  and  family  wants  and 
needs.  The  tax  incentives  do,  however,  facilitate  the  purchasing  process,  and  reflect  a  strong 
partnership  between  the  people  and  the  government. 

The  huge  store  of  wealth  in  America's  homes  is  a  source  of  dismay  to  some  economists. 
They  argue  that  the  U.S.  is  over-invested  in  real  estate,  that  real  estate  is  somehow 
"nonproductive,"  that  home  ownership  diverts  capital  away  from  other  investment,  and  that  home 
ownership  drives  up  interest  rates.  They  argue  that  the  mortgage  interest  deduction  (MID)  is  a 
subsidy  for  anyone  who  uses  it,  and  fijrther,  it  is  a  subsidy  that  unduly  benefits  the  rich. 
Moreover,  they  continue,  the  tax  subsidy  is  somehow  embedded  in  the  cost  of  housing,  so  the 
MID  unduly  raises  the  cost  of  houses.  Therefore,  they  argue,  the  MID  should  be  somehow 
curtailed  or  eliminated  altogether. 

We  do  not  disagree  with  the  assertion  that  the  MID  and  tax  benefits  are  capitalized  into 
the  price  of  housing.  We  reject  most  of  the  other  characterizations  that  real  estate  is 
nonproductive  and  that  it  diverts  capital.  Suppose,  however,  for  the  sake  of  argimient,  we  were 
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to  concede  or  even  stipulate  that  all  of  the  economists'  dismay  concerning  real  estate  investment 
could  be  well-founded,  and  that  the  U.S.  might  be  over-invested  in  housing.  The  National 
Association  of  Realtors  would  still  aggressively  argue  that  a  populist  movement  that  repeals  the 
mortgage  interest  deduction  is  a  reformation  of  the  social  contract  that  should  be  reviewed  on  its 
own  merits,  and  not  in  the  context  of  tax  reform.  We  believe  that  overhauling  the  tax  svstem 
tfirough  radical  changes  to  the  MID  would  destroy  a  significant  portion  of  the  wealth  of  this 
country. 
Starting  Over  Again 

If  we  were  designing  a  tax  system  for  the  first  time,  or  if  we  were  a  new  country  or  a 
primitive  economy,  our  fiindamental  decisions  about  the  mortgage  interest  deduction  might  be 
different  from  the  decision  made  in  1913  to  permit  a  mortgage  interest  deduction.  The  current 
reform  effort,  however,  is  not  a  "first"  of  any  kind.  In  1995,  home  ownership  represents 
substantial  wealth  and  the  tax  system  is  an  element  (but  not  the  sole  element)  of  the  home 
ownership  equation.  Thus,  those  who  would  refonn  the  tax  system  must  take  their  world  as  they 
find  it,  and,  if  they  are  to  preserve  precious  coital,  they  must  do  no  harm.  The  current  system  is 
one  that  has  been  in  place  as  long  as  we've  had  an  Internal  Revenue  Code.  Shifting  its  economic 
balances  must  be  undertaken  with  great  care,  and  not  simply  as  a  response  to  frustration  with 
other,  non-housing  aspects  of  current  law. 

Tax  reform  proposals  to  date  have  focused  principally  on.a  flat  tax  regime  that  would 
repeal  all  deductions  in  favor  of  a  low  tax  rate.  Others  are  said  to  favor  consumption  tax  schemes 
that,  so  far,  have  not  been  fleshed  out  enough  to  make  a  meaningful  assessment.  Chairman 
Archer,  a  proponent  of  uprooting  the  income  tax  system  and  replacing  it  with  a  consumption  tax 
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of  some  kind,  would  exclude  housing  from  his  regime  (Washington  Post,  August  4,  1995).  Our 
comments  on  tax  restructuring  focus  primarily  on  a  flat  tax  system.  In  that  context,  wfi.a££ 
profoundly  nppnsed  to  3  flat  tax  that  eliminatea  the  mortgage  interest  deduction. 
Fconomic  Value  of  Housing  -  Do  No  Harm 

We  believe  that  it  is  both  intuitively  obvious  and  empirically  demonstrable  that  repealing 
the  MID  would  cause  the  value  of  housing  to  decline.  As  stated  above,  we  do  not  disagree  with 
critics  who  note  that  tax  benefits  are  embedded  in  the  value  of  a  house.  Thus,  an  erosion  of  those 
tax  benefits  erodes  the  value  of  the  house.  Erosion  of  the  value  of  housing  erodes  the  wealth  of 
individuals  and  total  value  of  the  housing  stock. 

The  Commission  has  been  provided  with  the  full  text  of  a  DRI  study  in  which  NAR 
participated  to  evaluate  the  impact  of  a  flat  tax.  That  study  concludes  that  loss  of  the  MID  and 
the  property  tax  deduction  would  cause  the  value  of  homes  to  fall  by  15%.  In  terms  of  aggregate 
wealth,  this  causes  a  permanent  loss  of  wealth,  or  value  to  properties,  of  $1.7  trillion.  We  ask  the 
Commission  to  consider  very  carefully  whether  it  would  ever  be  appropriate  to  destroy  that  much 
capital  and  equity.  We  can  think  of  no  circumstance  where  such  a  violent  wrenching  would  be 
justified.  Thii.';.  we  wish  tn  preserve  the  MTD,  not  for  its  own  sake,  or  QUt  of  devptjon  tQ  thg 
status  quo,  hut  as  a  means  of  preventing  the  rapid  and  violent  deflation  of  the  S5  trillion  of  gqwtv 
that  is  currentlv  held  hv  American  families  in  the  form  of  home  ownership. 

The  DRI  study  has  been  the  object  of  some  controversy.  Economists  will  always  differ 
about  methodology  and  about  the  relative  merits  of  various  models  and  about  outcomes  of  their 
projections  about  the  future.  Indeed,  just  as  the  game  of  "my  economist  can  trump  your 
economist"  was  integral  to  the  1986  tax  reform  effort,  so  also  has  it  now  made  its  appearance 
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into  this  tax  debate.    Even  our  harshest  critics,  however,  concede  that  the  value  of  housing  will 
fall  under  a  flat  tax  regime.  They  note  that  buyers  of  homes  will  therefore  benefit.  What  about 
the  sellers'?  If  the  value  of  a  $150,000  home  falls  by  even  10%  (and  we  believe  that  the 
devaluation  will  be  greater),  then  the  seller  of  that  home  has  permanently  lost  $15,000.  How  is 
the  devaluation  of  the  savings  "nest  egg"  in  the  home  any  different  from  asking  the  owner  simply 
to  turn  over  $15,000  from  his/her  bank  account? 

Can  anyone  believe  that  the  crushing  of  these  nest  eggs  will  not  affect  the  well-being  of 
most  people?  Many  people  finance  their  retirements,  the  education  of  their  children  or  medical 
emergencies  based  on  the  equity  in  their  homes.  Why  should  tax  restructuring  erode  their 
savings?  Critics  blithely  note  that  any  impact  on  housing  prices  will  be  a  one-time  effect  only. 
Tell  that  to  a  first-time  homebuyer  who  financed  with  a  5%  downpayment  who  suddenly  finds 
that  mortgage  "upside  down,"  with  the  amount  owed  greater  than  the  purchase/sales  price. 
Impact  on  Interest  Rates 

A  claim  of  the  flat  tax  movement  is  that  removal  of  the  MID  will  facilitate  a  drop  in 
interest  rates.  Proponents  also  claim  that  this  drop  in  interest  rates  will  usher  in  a  period  of 
significant  prosperity.  Again,  economists  will  differ  in  their  views  about  the  amount  of  the  drop. 
We  express  no  position  on  either  the  timing  or  the  amount  of  the  drop.  We  only  wish  to  draw  the 
attention  of  the  Commission  to  the  statements  made  by  flat  tax  proponents  concerning  interest 
rates,  and  to  the  history  of  the  last  35  years. 

In  their  widely  cited,  book.  The  Flat  Tax,  professors  Hall  and  Rabushka  note: 

As  the  likely  investment  boom  develops,  borrowing  will  rise  and  tend  to  push 
up  interest  rates.  In  principle,  interest  rates  could  rise  to  their  prereform  levels, 
but  only  if  the  boom  is  vigorous.  We  cannot  be  sure  what  will  happen  to  interest 
rates  after  tax  reform,  but  we  can  be  sure  that  high-interest,  low-investment 
stagnation  will  not  occur.  Either  interest  rates  will  fall  or  investment  will  take  off. 
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(Hall  and  Rabushka,  The  Flat  Tone.  Second  Edition,  Hoover  Press,  1995,  p.  95,  emphasis  added.) 
To  respond  to  numerous  comments  that  have  been  made  about  interest  rates  in  a  flat  tax  world, 
we  have  tracked  real  GDP  growth  and  interest  rates  since  1960.  Except  for  the  inflationary, 
oil-shock  period  in  the  late  70's  through  about  1981,  the  consistent  experience  of  these  years  is 
that  interest  rates  rise  during  periods  of  strong  economic  growth.  Thus,  we  are  somewhat 
skeptical  of  those  who  claim  that  falling  interest  rates  will  somehow  provide  restitution  for  the 
loss  in  value  that  we  believe  homeowners  would  experience  under  a  flat  tax.  We  therefore  urge 
the  Commission  to  be  cautious  about  using  theories  about  interest  rate  performance  as  the  arbiter 
of  decisions  about  a  sound  tax  regime. 
How  Complicated  Is  Current  Law  for  Homeowners? 

From  a  tax  administration  point  of  view,  for  both  homeowners  and  the  IRS,  there  is  very 
little  complexity  associated  with  MID  compliance.  Institutions  that  hold  mortgages  are  required 
to  provide  a  Form  1098  to  the  IRS  and  the  homeowner  each  year,  stating  the  amount  of  interest 
and  taxes  paid  on  the  property.  The  individual  then  simply  transfers  those  numbers  to  the  proper 
lines  on  Schedule  A  of  the  tax  return.  The  IRS  has  a  powerful  tool  available  to  match  the 
information  it  receives  with  the  information  the  taxpayer  reports. 

While  it  is  true  that  this  reporting  system  imposes  costs  on  the  instimtions  that  hold  the 

mortgages,  it  is  also  true  that  the  reporting  system,  because  of  its  uniformity,  simplifies 

compliance  by  identifying  the  exact  responsibilities  for  the  institutions  and  for  individuals.  The 

system  is  very  simple  for  homeowners,  again  because  the  system  is  uniform,  and  because  the 

Form  1098  is  well  designed,  written  and  concise.  Because  it  has  been  in  place  for  over  a  decade, 

the  system  functions  efficiently  from  a  mechanical  point  of  view. 
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Some  criticize  ciirrent  law  because  not  every  homeowner  utilizes  the  MID.  Some  homes 
are  already  paid  for,  and  have  no  liens.  Some  mortgages  are  small  enough  that  the  owners  need 
not  utilize  Schedule  A  for  itemized  deductions.  It  is  true  that  the  number  of  taxpayers  who 
itemize  has  hovered  around  30%,  and  that  tihe  number  of  taxpayers  who  itemize  has  tended  to 
decline  over  the  years.  This  decline  shows  that  the  1986  Tax  Reform  Act  met  some  of  its 
simplification  objectives  and  that  the  standard  deduction  is  being  utilized  more  widely. 
However,  an  annual  snapshot  of  utilization  of  itemized  and  standard  deductions  does  not  tell  the 
whole  story.  Virtually  all  homes  are  purchased  with  a  mortgage  —  few  are  purchased  outright  for 
cash.  Thus,  more  people  have  used  the  MID  over  time  than  an  annual  snapshot  might  suggest. 
In  addition,  the  value  of  ever>'  home  reflects  the  tax  benefits  capitalized  in  it,  whether  or  not  the 
owner  utilizes  the  MID  in  a  particular  year.  Thus,  utilization  of  the  MID  in  any  particular  year  is 
not  particularly  relevant  to  the  tax  restructuring  debate. 

We  urge  the  Commission  to  carefully  distinguish  between  the  mechanical  aspects  of  the 
MID  —  its  utilization  from  year  to  year,  the  1098  reporting  regime,  the  characteristics  of  those 
who  utilize  it  -  and  its  role  as  part  of  the  social  contract  and  its  role  in  generating  significant 
savings  and  coital  formation. 
Mortgage  Interest  is  Not  the  Ontv  Issue 

This  testimony  focuses  primarily  on  the  mortgage  interest  deduction  and  on  its  role  as  a 
central  feature  of  the  partnership  between  individuals  and  the  govenmaent  in  a  social  contract. 
This  is  appropriate  becaustof  the  overwhelming  importance  of  housing  in  the  economy. 
However,  we  would  be  remiss  if  we  did  not  comment  on  some  critical  features  of  the  flat  tax 
proposals  as  they  affect  commercial  and  investment  real  estate.  To  date,  we  are  unaware  of  any 
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studies  or  commentaries  on  these  provisions.  Nonetheless,  we  wish  to  share  with  you  some  of 
our  preliminary  conclusions  on  this  issue. 

First,  the  experience  of  the  last  eight  years  in  commercial  real  estate  teaches  us  a  critical 
lesson  about  the  relationships  between  tax  benefits  and  the  performance  of  real  estate.  The  1986 
Tax  Reform  Act  rewrote  the  law  as  it  affected  conunercial  and  investment  real  estate.  To  a  lesser 
extent,  the  1984  Deficit  Reduction  Act  also  played  a  roler  Accounting  and  partnership  rules 
were  tightened,  exchange  rules  were  narrowed,  depreciable  lives  were  extended,  capital  gains 
exclusions  were  repealed,  and  the  passive  loss  rules  were  enacted  to  provide  a  backstop  so  that 
losses,  even  actual  cash  losses,  could  never  be  deducted  so  long  as  a  property  was  placed  in 
service. 

While  we  fi'eely  admit  that  there  were  numerous  other  extenuating  circumstances  at  play 
in  the  late  I980's,  those  who  survived  in  the  real  estate  business  (to  say  nothing  of  those  who  did 
not  survive)  will  always  believe  that  the  complete  overhaul  of  the  tax  rules  that  affect  the  real 
estate  business  caused  much  of  the  30%  decline  in  the  value  of  conunercial  real  estate  during  that 
period,  as  well  as  the  near-collapse  of  the  financial  system,  and  with  the  virtual  disappearance  of 
the  thrifts.  We  believe  that  the  lesson  of  the  1986  tax  reform  was  that  a  forced  recapitalization  of 
real  estate  brought  about  by  changes  to  the  tax  system  leads  to  sharp  drops  in  the  value  of  real 
estate. 

In  the  context  of  the  flat  tax,  we  wish  to  express  two  concerns.  The  first  is  not  unique  to 
the  real  estate  industry,  but  is  nonetheless  a  great  concern.  The  flat  tax  systems  under 
consideration  permit  investors  to  take  an  immediate  deduction  for  the  cost  of  property  —  either 
real  or  personal  —  that  they  use  in  an  income  producing  activity.  By  contrast,  current  law  uses  a 
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system  of  depreciation  that  reqxiires  these  costs  to  be  deducted  over  the  specified  life  of  the 
property.  The  current  flat  tax  proposals  make  no  provision  for  all  of  the  unused  depreciation 
deductions  currently  outstanding.  Any  plan  for  significant  restructuring  of  capital  cost  recovery 
methods  must  make  sound  provision  for  these  unused  deductions.  This  problem  is  particularly 
acute  for  real  property,  given  its  unusually  long  depreciable  lives.  Solutions  to  this  problem  must 
also  take  into  account  the  very  real  possibility  that  immediate  expensing  of  the  cost  of  assets 
could  re-create  a  tax  shelter  industry. 

The  second  concern  we  would  express  has  to  do  with  the  frequently-mentioned  goal  that 
tax  restructuring  create  a  level  playing  field.  The  flat  tax  proposals  do  the  opposite.  Under 
current  law,  if  an  income  producing  property  is  sold,  any  gain  is  treated  as  a  capital  gain.  This  is 
true  for  securities  and  for  real  property.  Under  the  flat  tax  regime,  that  parity  is  turned  on  its 
head.  Securities  are  taken  out  of  the  tax  system,  and  the  income  they  generate  is  never  taxed.  By 
contrast,  income-producing  real  estate  stays  within  the  system.  While  it  is  true  that  the  owner(s) 
receive  a  deduction  for  the  acquisition  of  the  property,  it  also  true  that  on  the  sale  of  the  property, 
a// ofthe  proceeds  are  taxed.  In  today's  vocabulary,  that  means  that  under  a  flat  tax,  real  estate 
capital  gains  are  taxed  in  fiill  as  ordinary  income,  subject  to  fiill  ordinary  income  recapture  rules. 
This  is  unacceptable. 

Supporters  ofthe  flat  tax  model  cite  elaborate  theories  about  single  level  of  taxation  at  its 
source.  They  cannot,  however,  distinguish  in  economic  terms,  between  rent  as  a  revenue  stream 
fi'om  real  (or  even  personal)  property,  and  interest  or  dividends  as  a  revenue  stream  from 
intangible  property.  Thus,  their  theories  about  sourcing  of  income  are  suspect  and  do  not  provide 
a  sound  reason  for  taxing  real  estate,  but  not  taxing  securities.  Moreover,  their  theories  about 
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single  levels  of  taxation  become,  on  careful  examination,  very  complex.  If  one  considers  the 
perspective  of  an  investor,  however,  one  easily  sees  that  there  is  no  longer  a  level  playing  field  as 
between  real  estate  and  securities. 

Assume  that  A  has  $1  million  with  which  to  purchase  income  producing  property.  Under 
a  flat  tax,  if  A  purchases  stock,  none  of  the  income  from  either  the  dividends  paid  or  from  an 
eventual  sale  of  the  stock  will  ever  be  taxed.  A  will  have  no  record  keeping  requirements,  as 
none  of  today's  concepts  of  basis,  gain  or  loss  will  ever  apply  to  the  stock.  No  tax  return  related 
to  the  stock  will  ever  be  required. 

By  contrast,  if  A  were  to  purchase  a  building,  A  would  be  fully  taxable,  and  would  be 
required  to  keep  extensive  records  on  the  property.  A  new  accounting  regime  would  have  to  be 
created,  as  A  would  probably  not  be  able  to  utilize  the  full  SI  million  deduction  in  the  year  that 
the  property  was  acquired.  None  of  A's  interest  or  tax  expenses  could  ever  be  deducted,  but  the 
ordinary  and  necessary  operating  expenses  would  offset  loss  carryovers  from  year  to  year.  In 
form,  this  is  no  different  from  the  extensive  record  keeping  of  current  law,  as  income  and 
expense  would  still  be  traced  to  various  properties,  and  acquisition  and  operating  deductions 
would  simply  replace  the  current  regime  of  basis  and  depreciation.  On  disposition,  A  would  be 
fully  taxable  on  the  proceeds  of  the  transaction. 

At  this  point  of  practical  application,  the  elaborate  theories  about  single  level  taxation 
have  little  relevance  to  A.  A  has  $1  million.  It  can  be  invested  completely  tax-  and 
recordkeeping-free,  or  it  can  be  invested  with  the  usual  hassle  of  records  and  taxes.  There  is  no 
level  playing  field  as  to  income  producing  properties  -  it  is  tilted  completely  in  favor  of 
securities.  This  is  unacceptable. 
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A  tax  restiucturiiig  plan  must  do  no  harm.  The  current  Sat  tax  proposals  have  the 
potential  to  crush  America's  nest  eggs.  Investment  in  real  estate,  by  contrast,  carries  with  it  the 
possibility  for  tremendous  capital  formation  and  the  creation  and  maintenance  of  stability, 
wealth  and  entrepreneurial  endeavor.  The  National  Association  of  Realtors  looks  forward  to 
working  with  all  duse  interested  in  reforming  the  tax  code  to  achieve  the  highest  dreams  of 
Americans  —  ownership  of  homes  and  land. 
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CONGRESS  OP  THE  UNITED  STATES 

HOUSE  OF  REPRESENTATIVES 

104TH  CONGRESS 

COMMITTEE  ON  SMALL  BUSINESS 

SUBCOMMITTEE  ON  TAXATION  AND  FINANCE 

B-303  RAYBURN  HOUSE  OFFICE  BUILDING 

WASHINGTON,  DC   20515 


DEAR  CHAIRWOMAN  LINDA  SMITH, 

AS  A  SMALL  BUSINESS  CONCERN  WE  WOULD  LIKE  TO  THANK  YOU 
FOR  YOUR  INTEREST  AND  FOR  SENDING  US  THE  WELCOME  LETTER  ON 
THE  HEARINGS. 

AIEM  INDUSTRIAL,  INC.  HAS  TWO  VERY  IMPORTANT  SUBJECTS 
FOR  INPUT  THAT  WOULD  NOT  ONLY  HELP  OUR  SMALL  BUSINESS,  BUT 
MAY  VERY  WELL  HELP  ALOT  OF  SMALL  BUSINESSES. 

(1)  WHILE  WORKING  FOR  PRIME  CONTRACTORS  ON  GOVERNMENT 
DEFENSE  PROJECTS,  THE  SUBCONTRACTOR  IS  NOT  GUARANTEED 
PAYMENT.   THERE  SHOULD  BE  A  SYSTEM  IN  PLACE  FOR  PROOF  THAT 
THE  SUBCONTRACTOR  IS  PAID  IN  FULL  BEFORE  FINAL  PAYMENT 

IS  ISSUED  TO  THE  PRIME  CONTRACTORS. 

(2)  AT  THE  END  OF  A  FISCAL  YEAR,  SMALL  BUSINESSES  SHOULD 
BE  ABLE  TO  WRITE  OFF  A  SAVINGS  THAT  IS  ESPECIALLY 
SET  UP  FOR  FUNDS  TO  CARRY  THE  COMPANY  THROUGH  THE 
FOLLOWING  FIRST  QUARTER.   AS  IT  IS  NOW,  THE  1ST 
QUARTER  IS  VERY  DIFFICULT  BECAUSE  OF  THE  DEPLETED 
RECEIVABLES  FOR  TAX  PURPOSES  AND  STRUGGLES  UNTIL 
THE  RECEIVABLES  ARE  BROUGHT  UP.  (USUALLY  BY  THE  2ND 
QUARTER ) 

THANK  YOU  AGAIN  FOR  YOUR  TIME  AND  CONSIDERATION 
OF  OUR  INPUT  INTO  OUR  SMALL  BUSINESS  MATTERS. 

SINCERELY, 


SAM  IMAMURA 

PRESIDENT 

(206)682-2948 
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8S5  Qoerlg  Road 
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Oeorge  Thoeny.  Jr. 

<206)  225-7618 
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Representative  Linda  Smith 
House  of  Rqiresentatives 
3rd  District,  Washington 
1220  Main  Street,  Suite  310 
'  Vancouver.  WA  98660 

Ms.  Smiili: 

Yousremy  voice  from  the  Third  L^islativeDistina  of  Washington  State.  Ihavea 
profound  concern  of  the  struagles  of  inter-aanerational  fann  and  randi  transfers  within 
families. 

Pleaae  voice  my  concern  to  your  colleagues  in  die  bouse,  and  do  your  part  to  insure 
ptssage  of  HR  4949.  HR  4949  is  a  first  stq>  toward  protecting  the  family  farm/ranch. 

Family  ftrm/ranch  pre-tax  net  income  as  a  percenti^  of  equity  seldom  exceeds  2.  while 
pre-tax  net  income  as  a  percentage  of  equity  listed  and  over  the  counter  American 
ooq)orations  moft  often  exceed  1S%.  The  fann/nuidi's  low  average  return  on  equity 
(value)  suggests  that  the  current  estate  tax  rate  of  37%  above  1 .2  million  and  55%  above 
die  S3  millioo  doom  most  family  farm/tanch  operations  at  die  death  of  the  owner,  since 
liquidation  is  often  the  only  option  to  pay  estate  taxes. 

Family  ftmAanches  are  more  than  a  financial  item  to  oar  ooiiununitie&,  tot  diey:  protect 
open  space  fiom  the  monotony  and  enviromneatal  deigradatioo  of  incessant  urban  sprawl, 
encourattewildlit(S,ofl<r  a  sense  of  serenity  and  Sliest  a  link  to  our  past 

Aa  hMg  as  Ae  ftmily  farm/ranch  remains  a  ftnn/ranch  (^wrstion  it  should  be  eotempt 
fttim«i«e  taxes 


Siaoerely 


Geanae  mil  B—ov  TIwmiiv  ^ 


Geodie  and  Penv  Thoeny 
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